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PREFACE TO FIRST EDITION 

This book contains an exposition of elementary principles and 
theories of Economics, and is meant primarily for Intermediate or 
equivalent classes of the various Indian Universities. The sylla* 
buses and standards prescribed by Indian Universities for Interme¬ 
diate classes show marked differences. If the courses of the Univer¬ 
sities in Northern India are very comprehensive and thorough, those 
of Southern India seem to lay noticeable stress on certain topics of 
economic theory. It is a matter of not a little surprise that spite of so 
many occasions when the teachers of the various Universities meet and 
exchange ideas, either on an Inter-Universities basis or otherwise, 
such wide differences should exist. However, it would be wasteful 
to argue for or against the superiority of tlie courses prescribed by 
Northern Universities over those of the Universities in the south. 
There is an evident need of bringing about some sort of uniformity of 
evolving a common course including|thc best features of the existing 
models. It is with this end in view that I have prepared the mss. 
of the present volume. I need not say thgt I do so with a considerable 
amount of diffidence ; for this work is evidently beyond the capacity 
of a single individual. A limited edition is being^issued at the moment, 
so that the opinions received by colleagues from-4lie different parts of 
the country can be given due consideration, and weight and incorporat¬ 
ed in the next edition. 

I claim no originality in the principles of economics enunciated 
in this book ; for my effort has for the most part been to expose the 
accepted principles in the clearest possible manner, and to n\akc a 
logical and systematic presentation of the whole body of economic 
doctrines at an elementary level. In such a book room for originality 
lies only in the sphere of exposition. I have a hope that the exposi¬ 
tory side of this book will be found satisfactory by those for whom it is 
meant. Diagrams and figures have been copiously used where necessary. 

The chief objective and advantage of Economic Theory is 
that it trains the mind to think logically and analytically. It does 
not ask those who submit to its discipline to burden their memory 
with given facts and data : there is not much to remember or 
learn by heart here. All that is necessary for its students is to try 
to understand the working of a particular phenomenon or force. This 
understanding implies a clear, logical and critical study of economic 
principles. This understanding has to be followed by discussion, 
critical examination, refinement and modifications. Most of it is 
postponed for advanced students ; but none of these things is possible 
unless the student has accomplished a careful understanding of the 
elementary principles of tlie subject. If Economics is not studied 
along right lines, it would be found to be very dull. But if it is studied 
along correct lines, it becomes a subject of enduring pleasure and joy. 
If this is clearly realised by tlie teachers and the taught, a great obsta¬ 
cle in the path of a proper study of this subject will have been removed. 
This fact has been carefully borne in mind while writing these pages. 



From what has been said above, it would be clear that the con¬ 
tents of the book can have room for improvement; and I would wel¬ 
come suggestions in this respect. Other suggestions would be equdly 
welcomed and would be properly considered at the time of preparing 
the^next edition. 


PREFACE TO THE SECOND (1957) EDITION 

I am glad that the present book, which was originally written 
with a view to bring about a certain amount of uniformity in the con¬ 
tents and methods of teaching Economics in different parts of the 
country at an elementary level, has been well received by teachers and 
students of the subject. It has encouraged me to revise it, in its second 
edition, more or less thoroughly ; and many modern theories, prin¬ 
ciples and views have now been incorporated in it in appropriate places. 
This has not only brought these theories up-to-date without in any way 
altering the non-controverslal character of the book, but it would also 
perhaps add to its utility to students of undergraduate stage who want 
to’^have a book which, while written on orthodox lines and based on 
a divisional approach to the subject, includes an exposition of modern 
theories as a first step to their study of what has come be popularly 
called Modern Economics. 


PREFACE TO THE THIRD (1958) EDITION 

The book has been well received by the reading public, which 
shows that it has statisfied a real want and has succeeded, in some 
measure, in fulfilling the fundamental objective \nth which it was 
^vTittcn. The present edition of the book has been generally revised but 
substantially the old form has been retained as it has stood the test 
of two editions and has received appreciation from teachers and stu¬ 
dents alike. Suggestions for improvement are invited and shall be 
thankfully accepted. 


Univ^f'sity of Allahabad 

August 25,1958 


A. N. AGARWAL4 


CONTENTS 

Book I. INTRODUCTORY SURVEY 


Chap. 





Chap. 



Chap. 


Meaning of Economics .. 

Economics as a Science & an Art . 

Scope of Economics t--* .: 

Divisions of Economics Sc their Inter-relation 
* Economics in relation to other Sciences L ' 
<$5 Efionomic Laws, Metlmds & Assumptions La--" 
r 7/ \V!iy do we study Economics , 

8. Some Basic Terms 

9. Development of Economic Activities 

10. Occupational Development of Society 

11. Development of Economic Systems 

Book IL CONSUMPTION 

* 

(12>^ Meaning & Importance of Consumption 

Wants : their determination and characteristics 
14. Classification of Wants 
Measurement of Utility 
X Law of Diminishing Utility 
/.'^Marginal & Total Utility . 

18. '*The Law of Equi-marginal Utility 
-/Consumer’s Surplus 
The Standard of Living 
Income, Spending & Saving 

Book III. PRODUCTION 


Meaning of Production'—'' 

Factors of Production 
Productive Einciency 
vThc Laws of Returns 
Gifts of Nature or Land 
Labour 

Quantity of Labour—Malthusian Theory 
Quality or EiRciency of Labour 
Capital : Machinery 
'>'2^. Enterprise 

Organization .. .. 

) 'oSk^Division of Labour and Localisation .. 
y The Scale of Production 

(2S. 1 Forms of Business Organisation 





72 

78 

90 

96 

99 

106 

111 

118 

126 

135 


147 

152 

157 

159 

171 

176 

181 

189 

194 

207 

209 

214 

225 

233 









I iv ) 


Chap. 




Book IV. EXCHANGfi 


Chap. 




43. 

44. 

45. 

46. 


47, 

48, 

49, 

50, 

51, 
52 




• • 


• ♦ 


Exchange 
Markets 

Demand & Supply 

General Theory of Value .. .. 

Theory of Value under Perfect Competition 
Theory of Value under Monopoly .. ^ 
Theory of Value under Imperfect Competition 
Money 

Monetary Standards, Value of Money and 
Gresham’s Law .. 

Credit & Credit Instruments 
Banks 

Book V. DISTRIBUTION 

The Problem of Distribution 
Mobility of Factors of Production 
Rent 
Wages 
Interest 
Profits 


• • 


• • 


Page 

238 

247 

260 

275 

2751 

288 

291 

955 

308 

320 

333 


340 

348 

354 

368 

384 

395 


Book VI. PUBLIC FINANCE 



402 

410 


Chap. 


Public Finance & Taxation 
Index 




Introductory Survey 


Book I 


Chapters 1—7 



CHAPTER 1 

THE MEANING OF ECONOMICS 

Political Economy has to do with the relations of men living in society, so 
far as these relations tend to satisfy the wants of life and concern the elforls made 
to provide for all that is generally understood by material wcltare .—Charles Gtde. 

Economics is a new subject to you; and, like every new thing, 
it probably has its own thrills. You must be quite anxious to know 
what it is all about and what will have to be studied under it. Tnis 
can be easily explained and understood. 

Let us put a direct question to you: Why have you joined the 
college ? If you give a reply to this question sincerely, you will pro¬ 
bably say that your object is to become a civil servant, a judge, a lawyer 
or some such thing. If you think over the question more searchingly 
and deeply, you will say that your object is to earn moniy which may 
enable you to live a happy and comfortable life. This reply strikes the 
nail on the right head. It is the necessity to earn money jor the satis}action 
of your wants, which compels you to study in the college and acquire 
education.^ 

If you look to otiier men besides yourself and try to find out the 
object of their hard work, you will arrive at the same conclusion, just 
go to the market one evening and closely watch tne activities of tlie 
buyers and sellers assembled there. On the extrem.* right you may find 
the shop of the bookseller from wliom you usually purcliase books and 
stationery. The next shop may be that of the general merchant wiio 
supplies you toilet materials, letter papers and envelopes. You will 
see other shopkeepers in the line selling various articles, till you reach 
the end of the row where you might hear ‘one price’ shopkeeper crying 
at the top of his voice, “/yar ek mal (hiuumui’. occasionally interrupted 
by the wandering tea-seller recommending his tea in a sweet voice ; 
*'Alithi chae pilo babooji". \Vhy''ail these people come to the market 
and exert themselves ? There is only one answer : "For the sake of 
money". Besides the sellers, you will also see numerous buyers in the 
market, with money in their pockets, purchasing the articles wanted by 
them. Children may be found purchasing toys ; students, books ; 
clerks, pens and pencils ; and ladies, saris and other articles. Purcha¬ 
sers come to the market to spend money with a view to acquire the articles 
wanted by them. 

f There arc certainly some students who study for the s.ikc of acquiring 
knowledge and not for the sake of earning money ; but such cases arc rare. 
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Everywhere human beings will be found to m^c efforts ^d 
earn money ; and then to spend this money to satisfy their wants. 
It is the necessity to earn money which can satisfy wants, that prompt 
human beings to exert themselves in the y^ious occupations. It is 
lis necessity which calls forth human actmUes in the various walks of 
life which makes a shopkeeper keep a shop, a culUvator cultivate a field, 
a weaver weave cloth, a cook prepare food, a domestic servant serve m 
X house a teacher teach studenU and a lawyer argue cases. Once money 
fs earned, « spent on the objects oj one^s denre, and the wants thus 

ejatifified. All the human activities of the above nature, i.e., the acti¬ 
vities concerning the earning and spending of wealth, are studied 
Economics. Briefly, Economics studies human activities related to wealth. 


§ 1. DEFINITION OF ECONOMICS 

If you ask an economist to explain to you the meaning of Econo¬ 
mics. he will probably proceed as follows. 

a) Economics studies only those activities which are direcUy 
related to wealth 

Men have wants. Some wants are elemental and very pressing 
like the want for food and water; others arc less urgent, e.g., the want 
for a car or a beautiful bungalow. All these wants, of different kinds as 
they arc have to be satisfied. Faced by this problem, men are driven 
to work in factories and fields, schools and ofEces, and elsewhere, so that 
they mav earn money by which they may purchase the articles of their 
desire. This is the reason why labourers work in factories from morn 
till evening; cultivators cultivate fields ; shopkeepers open shops; ser¬ 
vants render services ; clerks work in ollices; autliors write books; and 
doctors treat patients. AU human activities related to u<ealth (and meant 
to satish human scants directly or indirectly) constitute the subject-matter 
of Economics.^ I'hat is the reason why they arc called economic 
activities”. Economic activities arc those activities which are directly 

related to wealth^' 

Seme human ' activities arc not directly related to wealth and 
hence thev fall outside the scope of Economics. They are called ‘non¬ 
economic'activities.” Those human activities which are not direcdy 
related to wealth arc called non-cconomic activities. For example, 
Mahatma Gandhi sened the country as a patriotic duty; students play 
cricket and tennis for pleasure; mothers look after their children out of 
affection. Such activities arc non-cconomic as they arc not under¬ 
taken for the sake of wealth. But these activities can be related to wealth, 
indirecilv. Mahatma Gandhi scn-'cd the country out of patriotism but 
he was never in want of money; students play for reasons of health, 
but good health enables them to earn larger incomes later by increasing 

2 S«clhus, insani- persons, and other kimilur individuals may be exceptions 
to this {icncral rule ; but as Lconomics studies averuf'c human beings, they are 
beyond the scope of our subject, bee pages 3-4, poste. 

3 Economics is sometimes defined as ‘ a science which studies wealth- 
carninft and v.iMhh-spendiiiK activities of human beings.’ But activities relate 
ins to the e.vr^u»7i'<’and </jilri6ufion of wealth also fall within Economics. Ilcnce: 
this definition is i. arrow and should be avoided by students. 
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§ 2. ECONOMICS IS A POSITIVE, NORMATIVE AND APPLIED SCIENCE 

We are now in a position to answer the question : Is Economics, 
a Positive Science, or Normative Science, or Applied Science? 

Econ^ics as a Positive Science 

. Economics is a positive science. It surveys the entire field of study 
carefully and establishes the relationship between cause and effect in all 
its branches. It states such relationships as they exist in the fields of 
consumption, production, exchange and distribution of wealth. In the 
field of consumption, it tells us that if the quantity of a commodity pos¬ 
sessed by a man increases, the utility of each of its successive units dimi¬ 
nishes/ In the field of production, it informs us that if additional labour 
and capital are applied to a plot of land, after a certain point, less than 
proportionate returns are obtained. In the field of exchange, it states 
that */ the price of an article goes up, the demand for it goes down. In 
the sphere of distribution it suggests that labourers decrease in number 
or increase their efficiency, wages will increase. In this way Economics 
all along shows thati/ certain things happen, certain results follow. The 
statements of the relation between cause and effect are known as Latos. 
Economics has established a large number of useful laws showing rela¬ 
tionship between cause and effect. Economics, as such, is a positive 

science. 


Economics as a Normative Science 

Economics is also a normative science. As a normative science, 
it is concerned with the formulation of the ideals suggested by economic 
considerations and aims at the maximisation of economic welfare of society. 
Normative Science of Economics is as yet in its infancy. Economists 

disagree on the point as to whether Economics can be 
mative science or not, but it is now grow-ingly realised that Normative 
Economics can and should exist ; and it does exist at present though -m 
mdiinentary or elementary form* c 


Economics as an Applied Science 

Economics may also be regarded as an 
this viewpoint, Economics may be defined as the subject which 
the ways and nieans for the maximisation of production and accumula¬ 
tion of wealth ; and, through it, of economic welfare of society. 


Economists, however, are divided on the issue whether Economici 
is an applied science or not. Conservative British economists s ong y 
maintain that Economics is simply a positive science and not ®PP‘^^ 
science. / According to them Economics should simply formulate tne 
relation wtween cause and effect ; it should not propound ru es o 

guidance. But economists of other countries of the world do not appr 

ciate this view. The findings of the Science of Economics, they say. 
should be turned to good account; and the methods for achieving 
mum economic welfare should be formulated. Most of economists o i 
world hold this opinion; and Economics has now begun to suggest prapu- 
cal ways and means for increasing the material prosperity of humani y. > 
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§ 3. IS ECONOMICS AN ART ? 

You might have read, or you might have been told, that Economics 
is an art Older economists were of this opinion. But modern econo¬ 
mists consider this to be a mistake. This will be clear from the dis¬ 
cussion that follows. 

Meaning of Art 

Art consists in doing something well. According to Professor 
J. K. Mehta, knowledge is science, action is art.® Artistes, men 
learned in iirts and sociologists endorse this view.^ As su^i knowledge 
of every type is called science ; and it cannot be an art. . 

Econornics is only a Science, not an Art 

It should, therefore, be clear that Economics is only a science, 
and not an art. Economics is a branch of knowledge ; and because 
a body of systematized knowledge is called a science. Economics is a 
science. Economics as a branch of knowledge is not related to the 
doing of anything, hence it is not in itself an art. Professor Robbins 
recognises Economics only as a science and not as an art. 

Error of Old Economists 

Older economists thought that Economics is also an art. This 
was so because they used to define Art in the sense of Applied Science. 
According to them* Art is that branch of knowledge which tells us what 
to do and what not to do. But, in fact, this is the definition of applied 
science and not of iirt.“ As such, their opinion was right, but their 
language was wrong. Instead of calling Economics an art, they should 
have called it an applied science.) 

§ 4. ECONOMICS IS A SOCIAL SCIENCE 

I he science which studies human beings as members of society, 
is called a Social Science. Economics studies such activities of social 
human beings as are rcl '.'ed to wealth. If a person is not a member of 
society, lie is not studied under Economics. Therefore, Economics is 
a social science. In Economics we study such actiWties of social human 
beings as are related to the consumption, production, exchange and dis¬ 
tribution of wealth. This is the subject-matter ©f the Social Science of 
Economics. It has been discussed in detail in Chapter 3. 

Professor Robbins’s Opinion 

Professor Robbins does not agree witli the view that Economics 
is onl\ a social science. According to him, Economics is a social as well 
as an individual science. Social Science relates to the behaviour of 
liuman beings who are members of society, and Individual Science 
studies the behaviour of human beings who live in isolation.® Econo- 

3 J. K. Mehta, Grounduork of Ecotion.ics. 

4 bee D. S. MatColl, If/jtif if pp. H-15, Herbert Spencer, First Prin- 
fiples, p. llu ; etc. 

5 See A. N. .^yarw-ila, Reconstruction of Economic Science, pp. 43-50. 

0 We cun also say that Social Science studies man as a member of society 
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mics studies activities of both classes of human beings. He gives two 
arguments m its support : (1) the behaviour of a social and an isolated 
individual is identical, and (2) the behaviour of an isolated individual 
can be easily understood and on its basis the behaviour of asocial man 
can be easily comprehended. 

Criticism of Robbins’s View 

Robbins’s opinion is not accepted by many sociologists (1) 
Some of them do not accept the view that behaviour of a social and an 
isolated individual wbuld be similar. (2) Some other thinkers—like 
Warner Sombert and other German economists as well as Professor 
Joad^ and other English sociologists—maintain that even if an individual 
lives in isolation he remains tied to society through the change of centu¬ 
ries of civilization and experience. He does not become unsocial. As 
such, the study of the behaviour of an isolated individual is really a 
study of the behaviour of a social individual ; and a science which makes 
this study should be called a social science. A person who is isolated 

and cut off from society from his very birth and who has remained com¬ 
pletely free of social impressions, is an impossibility.® (3) Professor 
Robbins has not defined Individual Science correctly. According to him, 
a Social Science studies a social human being and an Individual Science 
studies an isolated human being. But according to the accepted defi¬ 
nitions of these terms, a Social Science studies human beings as members 
of society, and an Individual Science studies human beings in their 
individual capacity®. The really important thing is not the place where 
the individual lives—in society or in isolation. The really important 
thingisourpointofvicw—whether we study a human being as a member 
of society or in his individual capacity. We can study a social individual 
and an isolated individual both, cither from the social point of view or 
from the individual point of view. 

In fact, most of the economists of the world regard Economics as 
a social science. EcbnomisU of Europe and America are of this opinion 
and in England herself many thinkers maintain this point of view. 

INTIiRMEDIATK QUESTIONS 

1. Examine the nature and scope of Economics. (Bombay, I. A., 1940). 

2. Is Economics a science or art or both ? (Karachi I. A., 1957). 

3. Is Economics a science ? (Poona, I. Com., 1950). 

whereas an individual Science studies him in his independent or personal capa¬ 
city. 

7 C. E. M. Joad, Alodcrn Political 2'heory, p. 11, 

® A. N. Agarwala, Reconstruction o/ Economic Science (Allahabad, 
1946), pp. 90-103. 

9. Wc have given this definition iri Chapter 5, § 2 pofle. In many books, 
rrofessor Robbins’s definition is <{uotcd in the present context but the accepted 
definition is given at other places. This confusion should be avoided. 
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CHAPTER 3 

SCOPE OF ECONOMICS 

of the smdv of man *—MorshalL ; 

““Eromict! ^T“dentTs 

“'StsTof rdue SthrrctfhfX 

rorsTo^Jott^Sifmt'STby -Scope’ or .hat exactly he i, required to 

By scope of Economics is meant the field exactly covered by the 
subject of Economics. To describe the scope, we must discuss : 

(Ij What is the subject-matter of Econonucs ? 

(2) What is the nature of Economics as a branch of knowledge ? 

(3) What arc the limitations of Economics ? 

§ 1. SUBJECT MATTER OF ECONOMICS 

Those activities of social, real and normal human beings, which 
relate to wealth, constitute the subject-matter of Economics. We 
aereed to, and explained, this statement in Chapter 1 and need not repeat 
t^ whole discussion here^. But we may further analyse and explain 

these activities below. 

Economic activities originate from the feeling of certain wants by 
human beings, which press for satisfaction. Human wants are satisfied 
hrougli the consumpt^n of the articles or objects of desire. Cansum/,- 
ie™o^ wealth, then: constitutes the first group of economic activities. 
But where does this wealth come from ? It is, of course, produced by 
men and women. In the early days of civilisation each man or farnily 
produced all the things which he or it wanted for his or its consumption, 
Ld satisfied the wants directly. Later on it was discovered that, as a 
ecncral rule, a man has special proficiency in one priticular w-ork only ; 
Mnd so if ho devotes himself exclusively to that work, he could produce 
more wealth than what he could by devoting himself to the preparation 
1)1 all the articles of his wants. One began to specialise in one occupa¬ 
tion; specialisation of occupations or division of labour was introduced. 

^ N Keynes, whose book 77ic Method and Scope of Political Economy 

1 o been a classical work on the subject, dehnes scope to mean (i)thedcs- 
has one subject-matter, (>) the nature of stud>', and (3) the relationship 

criptior^^^ 1 do not think it is necessary to lay much emphasis on the 

H*noint except in so far as it is helpful in making the description of the sub- 
• '! fitter and nature of Economics vivid and clear. See my review of Science 
^'^^E^nomics by Kapoor in the Indian Journal of Economics, \'ol. XXll, page 108> 
as also Reconstruction of Economic Science. 

'i If the student has to describe the scope of Economics in an ans\vcr to ft 
question, he should, of course, discuss this point in reasonable detail* 
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Each man, then, began to give his surplus produce to others in exchange 
for the articles which he required and which others produced. Exchange 
of wealth thus made its appearance. Meanwhile another important fact 
dawned upon human beings. They found that they can increase produc¬ 
tion considerably if they work collectively or in a group rather than 
individually. This realisation discouraged the system of individual 
producers and brought the system of joint or collective producers, as 
happens in modern factories, into prominence. Then the questions 
arose'; To whom does the wealth produced by their joint efforts belong ? 
To all of them, naturally. If so, in what proportion should it be distri¬ 
buted among them ? The problem of distribution of wealth thus emerged. 
After distribution takes place and each man gets his share, he spends his 
income on the objects of his desire. Wealth thus secured is consumed 
by him and his wants are satisfied. The circle of economic activities 
now becomes complete. Economic activities, as such, divide themselves 
into jour groups, viz.. Consumption, Production, Exchange and Distri¬ 
bution. They together constitute the subject-matter oj Economics. 

§ 2. NATURE OF ECONOMICS 

Let us now proceed to answer the second part of our enquiry, 
via., What is the nature of Economics ? In other words, is it a science ? 
If so, of what type? Is it an art ? 

This has already been discussed in Chapter 2 an/e, and the reader 
is referred to it for a proper answer to this query. 

§ 3. LIMITS OF ECONOMICS 

The limits of the subject of Economics have been carefully drawn 
up by its masters. They may be briefly enumerated here : 

(1) Economics is not a complete study of all the human activities. 
It studies only those activities of human beings which arc related to 
wealth. 

(2) The measuring-rod of Economics is money. Hence it is 
concerned with those desires, aspirations and other affections of human 
nature, which can be approximately measured in terms of money. If 
I am prepared to paint a picture for a sum of Rs. 20, my desire to draw 
it can be measured with this sum ; and this activity of mine falls within 
the scope of Economics. But if I paint a picture for the sake of pleasure, 
the question of money does not come in and then my activity iwill not 
fall within the scope of Economics..*^ 

(3) Economics studies the activities of those human beings alone 
who are members of society, 

(4) The human beings whose activities arc studied by Economics 
must be real and not fictitious. 

(5) These human beings must also be of average or normal type. 

(6) Economics is a positive science, a normative science, as well 
as an applied science. Some economists regard it merely as a positive 
science, but a large bedy ec*n«mists considers it t* be a nermative 
science as well as an applied science. Acc#rding t# the fermer the func- 
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tion of the subject is only to explore and explain and not to 
condemn, or prescribe rules for guidance. But according to the latter, 

Economics must discharge all these functions. 

intermediate questions 

1. Examine the nature and scope of Economics. (Bombay, I. A- 1940). 

0 “ The scope of modern economic theory Has become narrow m cer¬ 
tain respecJLd m other respects.” Elaborate th,s statement gu-mg ex¬ 

amples. (Bombay, I. Com.. 19-,9). 

3. Discuss the scope and importance of the study of Economics. (Patna, 

j A 

'j. What do you mean by Economics ? Indicate its scope. (Patna, I. 


Ccn^., 195t). 

5. Outline clearly the scope of Economics and 
study of economic theory. (Punjab, Inter., 1951). 


discuss the value of the 


CHAPTER 4 

DIVISIONS OF ECONOMICS AND THEIR 

INTER-RELATION 

Nothing is so great an eaemy to accuracy of judgment as a coarse discri¬ 
mination ; a want of such classihcation and distribution as the subject admits of.— 
Edmund Burke. 

Economics covers so wide a field that it has been found desirable 
to divide it into certain parts or divisions. A brief description of the 
divisions of Economics was presented in a previous chapter. Economics, 
it may be repeated , seeks to explain “the actions of men in consuming 
such wealth as they possess or obtain as the result of the efforts of them¬ 
selves and of others : in producing further wealth for themselves or for 
their fellows by utilising and developing the resources of nature; in 
exchanging one with the other, a part of the wealth which they possess for 
other wealth which they desire; and finally it considers and investigates 
how and in what proportions the total wealth of community is distributed 
amongst its many classes and individuals’’^ Thus we get the four 
divisions, namely, Consumption, Production, Exchange and Distribution. 
It may be noted at this stage that the State has begun to play a very impor¬ 
tant part in the economic life of a country so much so that Public Econo- 

has now emerged as a separate branch of study. Public Finance 
is the most important topic of Public Economics. 

§ 4 DIVISIONS OP ECCONOMICS 

1. Consumption 

Consumption of wealth is a comparatively new department of 
Economics. It discusses wants—their origin, nature and characteris¬ 
tics; the laws governing them; and how we can get maximum satis¬ 
faction of wants out of our expenditure. The importance of this study 
can be well realised from the fact that it is the necessity and desire to 
consume wealth which gives rise to all economic activities. The latter, 
again, come to a logical conclusion when the wants, which gave rise to 
them, arc satisfied through the consumption of the wealth that is pro¬ 
duced. Economics thus begins and ends with Consumption.^ 

2. Production 

The necessity or desire to satisfy wants leads to the production 
of wealth, which constitutes another branch of Economics. Under 
Production, we study the various factors of production, their character¬ 
istic features and their efficiency; the laws governing production ; how 
maximum wealth can be produced with the productive resources at our 

1 Thomas, Elements of Economies, p. 2. 

2 Consumption is a new department of Economics, being added to it first 
by Marshall. Older economists long neglected it, but now its importance is 
fully realised. No treatise on Economics will be complete without it. 
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command ; and the problems of organisation, combination and trust*. 

3. Exchange . . 

The third division of Economics is Exchange. In the 
stage of self-sufficiency, men consumed what they 

was independent of the outside world in producing and ^ 

wealth. There was, as such, no necessity of exchange. But as nn 
ingenuity made progress, it was realised that a man canno q 

skilful in all trades ; he generally possesses special ^^Pt'tnde to 
occupation or for a few occupations only for which he is 
Now, if each man produces only that thing which he can o® . . 

fully all the time, he will naturally produce the said commo *ty 
excess of his personal requirements. Similar will be the ^e , 
producers of other commodities as well. All of them may, ^ 

i/teir surt-lus products with the required articles produced by omers^ 
This arrangement, namely, the introduction of division of la 
ed with exchange, was believed to make people richer and better ott tna 
before. Tlic scheme was actually put into practice, and it was louna 
that it really increased the output and made people rich. Ihis laea, 
once caught, has been adhered to steadfastly j and today we possess a 
very complicated system of exchange. Australian wheat is consumed Dy 
Britons ; American machinery is used in Indian factories; and Japanese 
toys are seen in the hands of Indian children. The area and machinery 
of' exchange have been vastly improved in recent times. 

Under Exchange, we explain how is it that a book coste, say, just 
Rs 3—neither more nor less ; how price is determined ; what are the 
agencies making exchange possible. We also make a detailed stu > o 
money, banks, markets, transport agencies and other auxiliaries ot com¬ 
merce. 


4. Distribution 

The introduction of division of labour was associated with the 
introduction of co-operative production. Originally each man produced 
wealth al! alone, so that whatever he produced was his property. 
it was found later that if several people work together jointly, the wealth 
produced by all of them togetlicr will exceed the total of w'hat tliey could 
produce individually. This new development gave rise to one great 
difliculty, the diliiculty of distributing the joint wealth among the pro¬ 
ducers. When the various agents of production produce wealth jointly, 
tilt wealth produced is the property of all of them ; on what principles, 
then, should it be distributed among them ? Distribution, as a depart¬ 
ment of Economics, thus came into being. Under Distribution we 
study the various agents of production, how is the share of each of them 

3 It is disca>?L*il wli-'thcr tlio stuJy of ICconomic?* sliould 

with ProJuction or Consumption. So nc economists bc^jin a treatise on Kcono- 
rnici with Production because, th- y say, production is the fi^undation of econo¬ 
mics. Unless wo.ilth ii prWic.*/. c)nsu:nptM>n canriot t.ik'* place. Production, 
ihcreft>rc, should com.^ before C *>n>un>ption. Otlier economists give the first 
place to Consu:nption b.^cau^c u is the ex stence of wants pressing for satisfac¬ 
tion, which leads to the production of wealth. There is an increasinp practice 
arnon? econo nists t > crc.it C .insuoiptioti prior to l^roduction and has been fol¬ 
lowed in this book. 
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in the joint produce determined, is our system of distribution just, and 
similar other problems. 

Distribution is the most pressing and dijjicult problem oj Economics, 
and has good scope for original work. The movement known as Socia¬ 
lism* is, at its bottom, mainly a result of the bad system of distribution. 
In the modern industrial society, the productive capacity has increased 
tremendously. On all sides we see gigantic factories, mills and farms. 
Now, such an increase in the scale of production of wealth should be 
ordinarily associated with the richness of all the members of the society. 
This, however, has not been the case. On the one side we see the rich, 
the capitalists who are getting richer daily, and who spend their lives 
in luxuries of all sorts and description. On the other side are to be seen 
the poor, labourers, and cultivators, who have to live on insufficient food, 
clothing and shelter. And while the masses do not get even the chance 
of satisfying their elementary wants, thousands of tons of coffee arc burnt 
in railway engines in Brazil and hundreds of tons of cotton destroyed by 
U. S. A. each year ! What is the reason of this great paradox ? Avery 
important reason is that problem of distribution of wealth has not been 
properly solved by modern communities. Capitalists do not give to 

labourers and cultivators their fair share of joint product. Thus a large 

part of wealth produced goes to a handful of men, while the large majo- 
rity gets only a small part of it. The correction of this evil system ot 
distribution is an important aim of Socialism. This line of thought has 
made the subject of Distribution the most important branch of Economics. 

5. Public Economics 

Besides studying these four branches of Economics, we shall also 
study economic problems faced by the modern Government. The 
branch of Economics devoted to the purpose is known as Public Econo¬ 
mics.® It discusses such problems as follows : Should the Govern¬ 
ment intervene in ordinary economic life ? Should land be nationalised ? 
Should Government run the railways? Should they enforce prohibi¬ 
tion? The most important subject of Public Economics is known as 
Public Finance which we shall discuss later on in detail. 

§ 2. INTER-RELATION BETWEEN THE DIVISIONS OF ECONOMICS 

From the above account of the divisions of Economics it should 
not be concluded that these departments are completely cut off frorn each 
other and that there is no relation between them. This division is 
purely a matter of convenience in study and analysis j as it is, these divi¬ 
sions are the limbs of the same body and have close intimacy with each 

other. r ^ 

Consumption is the beginnin^^mf Economics. The imperative 

f bowialism is one of the most important international movements of to¬ 
day. Literature on Socialism is incre.-ising rapidly. The variance m opinions 
on this subject is also tremendous. A case for boeialism has been made out by 
Spargo and Amcr in Eleintnts of Socialism ; and against it by Hernshaw in A 
Survey of Sjcialism. For an impartial study, sec my Socialism wt/iout Prejudice. 

S Some writers mention Public Finance as the fifth division of liconomics. 
But this 18 wrong since Public Finance is a part of Public Economics which, in fact, 
IS the fifth branch of Economics. 
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need for the satisfaction of human wants leads to economic activities. 
These activities lead to \.hcproduction of wealth which might be consumed 
for the purpose of satisfying wants. But productive efforts have, in 
modern times, become specialised and co-operative. By specialisation is 
meant that a person is now usually a specialist in the production of one 
thing alone. He produces only that thing which he can do most skil¬ 
fully and exchanges it with the articles of his requirements, which are pro¬ 
duced by others. Specialisation thus leads to exchange. By co-operative 
character of production, we mean that individuals no longer work alone; 
they work in groups instead. The wealth produced by a group of per¬ 
sons naturally belongs to all the members of the group and thus gives 
rise to distribution. When the wealth is distributed and each producer 
receives his share of income, he purchases the articles of his necessity 
with this money and consumes tlicm for the satisfaction of his wants. 
The circle of economic activities thus becomes complete. 

Consumption leads to production, and production, through 
exchange and distribution, leads back to consumption. Public Econo¬ 
mics, the fifth division of Economics, comes in to watcli and sec that 
private individuals carry on economic activities to their own best advan¬ 
tage and to the best ads antage of the society to which they belong. 


economic 


Consumption maj, as such, be described as the top 
mic activities. The root of this tree is production: 


of the tree of 
and exchange 



and distribution are the 
stems which support the 
top. The analogy may be 
completed by comparing 
Public Economics with a 
gradener, who exercises su¬ 
pervisory powers and sees 
that the economic tree 


rows to the full and na- 
Liral height, who protects 
nd waters it, oAuts and 
irunes it accordiv to the 
equirements S the 


'n t« 


We shall now describe 
tlic relation ot each depart¬ 
ment of Economics with all 
the other departments. 


1. Consumption and 
Production 


The relation between 
consumption and produc- 


Fie. 4. Sliowinc the economic trec. tion is quite intimate. 

Consumption makes production possible. Goods are produced only because 
they arc Consumed ; if certain goods are not likely to be demanded for 
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consumption, they will not be produced. Nobody will think of producing 
books in the land of the illiterate and liquors and intoxicants in the land 
of complete abstainers. Again, it is the consumption which makes 
people fit to carry on production. Just as consumption makes produc¬ 
tion possible, similarly production makes consumption possible. Goods 
can be consumed only if they are produced; and if they are not produced^ 
they cannot be consumed. 

Consumption also determines the nature oj production. Producers 
produce only those things which arc demanded for consumption. 
During the war time the demand for arms and ammunitions increases 
enormously, and these things are produced even to the neglect of other 
goods. In peace time the demand for the destructive goods is small 
and their production is correspondingly low. It is interesting to note 
how the nature of production changes with a change in fashions and tastes. 
There was a time when felt caps were largely in demand and were, there¬ 
fore, produced in bulk. But now they have been replaced by Gandhi 
caps; and production has consequently shifted from felt caps to Gandhi 
caps. Just as consumption determines the nature of production, similarly 
production moulds the character oj consumption. People can consume 
only those goods which arc produced; and by discouraging or encourag¬ 
ing production of certain goods, their consumption can be reduced or 
increased. Under the Congress regime, for instance, the production and 
use of liquor has been prohibited in certain areas and the drinking of tea 
and milk popularised. The discontinuance of the production of licpior 
and the encouragement of the production of milk and other beverages 
has been having its effect on the nature of consumption. 

Consumption also limits the e.xtent oj production. Producers try 
to anticipate consumers’ demand for certain goods and produce it only 
to the extent of the likely demand. If they cxceetl this limit, tlieir 
goods may not sell, and they may suffer a los^. J ruduction, similarly, 
sets a limit to consumption. People, of course, cannot consume more 
than what has actually been produced. 


2. Consumption and Exchange 

Consumption in the modern society depends upon exchange. 
In primitive society, the relation between wants, efforts and satisfac¬ 
tion was direct. As soon as a want was felt by somebody, he made an 
economic clTort, and the want was satisfied. If a man felt hungry 
he plucked wild fruits and appeased Ids hunger. Under this system, 
exchange was not necessary; wants were satisfied without exchange 
ever coming into the picture. But that state has long passed away. 
Now-a-days consumption is not possible without exchange. Man has 
now become a specialist and whatever he produces has to be exchanged 
for the objects of his consumption. Not only this; economic eltorts 
are now made in groups. Each group obtains an income by the excha¬ 
nge of goods jointly produced ; this income is then distributed among the 
members of the group. The latter, again, exchange the individual 

incomes for the objects of their consumption. Exchange has thus become 

inevitable for making consumption possible. Consumpiton is similarly 
essential jor the existence oj exchange. Unless a thing is an object of 
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consumption (directly or indirectly), it cannot be an object of commerce 
as nobody will ever purchase or sell it. 

Under exchange we discuss value-in-exchange; under consump¬ 
tion value-in-use. And value-in-exchange depends, to a consider¬ 
able extent, upon value-in-use. This tie binds consumption and ex¬ 
change closely together. 

3. Consumption and Distribution 

The relation between consumption and distribution is very 
intimate in modern society. It is the necessity for consumption which 
leads men to make efforts. Productive efforts are now-a-days co-ope¬ 
rative and joint. Hence, the joint produce, or the income derived from 
its sale, belongs to all the members of the productive group. This joint 
income is distributed among the members who then purchase and con¬ 
sume the objects of their desire. Evidently, then, consumption in 
modern days takes places only after distribution has been accomplished. 
Again, the nature and volume of distribution determine the consump¬ 
tion of society. If distribution is favourable to some and unfavourable 
to others, the former will have plenty to consume as compared with the 
latter whose consumption will be limited. The consumption of an in¬ 
dividual, again, depends upon his income or the share of the national 
dividend he gets ; and the siae of national dividend, upon actual pro¬ 
duction. 

4. Consumption and Public Economics 

Consumption is a field wherein the State finds ample room for 
interference in order to augment social welfare. The State interference 
is sometimes so drastic and far-reaching that the consumption of a 
particular article is altogether prohibited. Such step is taken only in 
case of those commodities which arc extremely harmful. Liquor is 
such a commodity; so its consumption is sometimes prohibited by the 
State. The Congress Government have adopted the policy of prohi¬ 
bition due to this reason. The Government sometimes impose a less 
se\ ere restriction in the form of a tax. When a tax is levied on a parti¬ 
cular commodity, its price generally tends to rise. When people find 
that tliey have to pay a higher price than before for a certain article, they 
reduce, if not actually give up, its consumption. The State interven¬ 
tion in many other cases is very moderate; it takes the shape of simple 
superz'isioti. I'or instance, the Government of U. P. have taken some 
steps to guarantee the supply of pure^'/icc. The supervision with regard 
to the true weights and measures is also an example. Such supervision 

improves the quantity, or qualitv, or both, of consumption if it is 
effective. 

Public Economics depends upon consumption in certain ways. 
Necessity of tlie regulation of consumption is one of the reasons tor 
the existence of a Government. Again, the income of the State depends 
to a certain extent upon consumption. The Government may expect 
to derive a certain ^ount of revenue from a tax imposed on the con¬ 
sumption of specified articles. But if the price of these articles goes up 
as a consequence and people reduce their consumption for this reason, 
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the expectation of the Government may not be realised and the budget 
might show a deficit. 

5 . Production and Exchange 

Prodttetion depends upon exchange. In modern days, produc¬ 
tion is carried on not so much for the personal consumption of the 
producer, as for sale in the market. It means that almost all the goods 
produced arc exchanged; and the goods which cannot be exchanged arc 
not produced. As a matter of fact, the process of production is not 
complete until the goods produced are placed in the hands of final con¬ 
sumers; and exchange is the connecting link between production and 
consumption. Exchange makes possible large-scale production, divi¬ 
sion of labour and localisation of industries, and thus may be said to 
help production. 

Exchange, in its turn, is dependent upon production. Unless an 
article is produced, it cannot be exchanged. And the larger the pro¬ 
duction, the greater the exchange activity. Through division of labour 
and large-scale production, production has contributed much to the 
growth of exchange. 

6. Production and Distribution 

Production affects distribution. Only that which is produced 
can be distributed. In other words, production determines the size of 
national dividend; and since national dividend is the amount which is 
distributed, also the magnitude of distribution. If production increa¬ 
ses, distribution assumes larger proportions; if the former decreases, 
the latter shrinks. 

Distribution also affects production. The nature of distribution 
determines the ability and willingness of labourers to work, and through 
it, the volume of production. If labourers feel that they are not given 
a just share of the wealth jointly produced, they remain dissatisfied and 
though they work in order to keep themselves alive, they do not labour 
whole-heartedly. Then, again, the distribution may be so unjust as to 
leave a vc»y small income to workers, such that they may not be able to 
keep up their efficiency. Unjust distribution consequently injures both 
the ability and willingness of labourers to work and thus reduces the 
volume of production. If distribution is just, agents of production feel 
satisfied and contribute their maximum to production which tends to 
become large. The nature of production is similarly governed by the 
the nature of distribution. If the latter tends to make the rich richer 
and the poor poorer, production will tend to shift from necessaries to 
atricles of luxury; and vice versa. 

7. Production and Public Economics 

The nature and volume of production largely depend upon the 
efficiency of the State. If the State guarantees the security of life and 
property and just system of distribution, production is pushed onward 
till it reaches the maximum limit. If, on the other hand, there is inse¬ 
curity of life and property, if there is the danger of robbers or of warfare 
or of unjust taxation, production will be cut down to the minimum 
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possible limit. The policy of the State also determines the nature of 
production. If a backward country follows the policy of “free trade’* 
in the modern days, it will tend to become agricultural; but if it adopts 
a “protectionist”® policy, it will tend to become industrialized. 

Public policies also take into consideration the existing system of 
production and are so designed as not to injure it, and if possible to 
encourage it. Moreover, the income of the State is derived from taxes 
on the production of various commodities; and the larger the production, 
the greater the public revenue. Again, the larger the production, the 
greater the income per head and the larger the taxes on income and on 
personal consumption. 

8. Exchange and Distribution 

Whatever is produced by a group of producers is meant for exchange, 
and is sold in the market. The amount realized is distributed among the 
agents of production. In a modern society, then, exchange is a condition 
precedent to distribution. Again, the amount received by an agent is 
used by him for the purchase of the articles of consumption. Distribu¬ 
tion is thus necessarily followed by exchange. Aloreovcr, the amount to 
be distributed depends upon the price at which the goods produced have 
been sold. Exchange, thus, determines the volume of distribution. 

Exchange is also influenced by distribution. If the volume of distri¬ 
bution is large, the iccome per head will be substantial and the things 
that the people will purchase (exchange) will be equally voluminous. 

Exchange and distribution arc very intimately linked together for an- 
otlu r reason as well. Exchange studies the problem of the determination 
of prices in general. Distribution relates itself with the study of the de¬ 
termination of the price of specific objects, viz., the factors of production. 
Distribution, as such, deals with certain special problems of exchange. 


Public Economics has to deal with several problems of exchange. 
The entire exchange mechanism, and every link of that mechanism, is 
kept intact in an order by the strong governmental legislation and 
administration. The problems of the issue of metallic currency, the 
supervision of the banking system, the gradation and standardization of 
commotlitics. the weights and measures are also solved by the Govern¬ 
ment. If the Government neglects any of tliese duties, the delicately 
poised exchange mechanism may collapse and may bring ruin to the 
entire economic system. Exchange, as such, owes much to Public 
Economics; and the latter derives many of its problems from exchange. 

9. Distribution and Public Economics 


TIk* State pl.iys an important part in determining the nature of 
distribution. In a communistic State, tlic distribution of income takes 


place according to the wants of its members. In a socialistic State, 
on the other hand, distribution is according to the capacity of, or the 
work done by, each member. In a capitalistic economy, the principle 


..f 'I'ne policy of allowing free import anj export of goods is known as 
‘free trade” policy. But when imports .arc checked through the levy of high 
duties (taws on i.npartation) with a view to develoo some industries, tr.c 
policy IS said to be a ” protectionist ” policy. 
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is that of demand and supply. Even in the latter, where the State inter¬ 
ference is minimum, the Government try to correct the injustice done to 
labourers through factory laws, public health programmes, etc. Taxation 
is now practised by almost all the modern States to correct the injury 
inflicted upon the workers by unjust distribution. 

INTERMEDIATE QUESTIONS 

1. Indicate as clearly as you can the relation between consumption, 
production and distribution of wealth. (Punjab, I. A., 1949). 

2 . What do you understand by production ? How is it related to con¬ 
sumption and distribution ? (Poona, I. Com., 1949). 

3. What are the chief divisions into which the subject of economics is 
usually divided by writers ? Discuss the relations between the different 
divisions. (Raj., I. A., 1953). 



CHAPTER 5 


ECONOMICS IN RELATION TO OTHER SCIENCES 

Because of the organic connection of these relations, their coinrnon origin,. 
Man, and because Economics deals with the individual as he is, it is impossible 
wholly to dissociate the social sciences, and particularly impossible to divorce 
Economics completely, from Ethics and Politics. This does not mean that these 
sciences arc all one and cannot be profitably sub-divided. On the contrary, 
because of the limitations of human mind, they must be studied separately so 
far as is possible.— Ely- 

§ 1. SEPARABILITY OF ECONOMICS 

Economics is a science quite separate from other branches of 
knowledge. This does not mean that Economics has no relation what¬ 
ever with other sciences. No subject, in fact, can be separated by any 
definite line of demarcation from all the others ; in some manner, more 
or less remote, every branch of knowledge is related to all the other bran¬ 
ches. This is also true of Economics which has close intimacy w’ith 
other sciences, all of which have richly contributed to its growth. It 
has been aptly remarked that “the economist takes from all sciences, by 
turns, all facts whicli bear upon the one subject, wealth ; considers them 
only so far as they bear thereon ; and puts them together and builds 
them up into a ‘body of knowledge’ which he calls “Economics”. Had 
the assistance of other sciences not been available, Economics would have 
been quite dilRient from \Yhat it is at present. 

'‘riic intimacy of Economics with otlier sciences is very natural. 
Since rlic mind that has de^•eloped the various sciences is one and since 
manv of them study the same object, namely, Man, there is a fair degree 
of unity, resemblance and interdependence between them. Economics 
is a separate science only in the sense tliat there is a definite and distinct 
field of study which constitutes the subject-matter of Economics ; but it 
is, on that account, not cut off from other sciences. 

§ 2. TYPES or SCIENCES 

Sciences can be divided into two broad categories : (1) those 
which study man ; and (2) those which studv physical facts, e.g.. Che¬ 
mistry, Physics, etc. The former are called Human Sciences, and the- 
latter. Physical Sciences. Human Sciences are subdivided into two 
classes : (a) those which study human being as a unit oj society and are 
called Social Sciences ; they arc grouped under Sociology ; and (6) those 
which study man as an individual, c. g., Psychology and Physiology. 
They may be called Individual Sci‘-nces. The classification of Sciences 
may be shown as below : 
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SCIENCES 



Physical Sciences 
(Physics, Mathematics) 


Human Sciences 


Social Sciences 
(Economics, Politics) 


Individual Sciences 
(Psychology, Physiology) 


Economics is closely related to all the above branches of study— 
the Physical Sciences and the Individual Sciences. 

§ 3. ECONOMICS AND SOCIAL SCIENCES 

Social activities of human beings (or activities of men in relation 
to society) can be divided into four broad categories, corresponding to 
each of which there is a separate social science. They are as follows : 

(1) Activities relating to toealth, e.g., the earning of money and 
the consumption of toealth for the satisfaction of wants. Such acti¬ 
vities are studied under Economics. 


(2) Activities relating to State, e.g., the administration of the 
country and the election of representatives to the Assembly. Such 
activities are studied under Politics. 

(3) Activities relating to morality and right conduct, e.g., the 
speaking of truth, the feeling of pity for the weak and the poor. Such 
activities are studied under Ethics. 


(4) Activities relating to law, e.g., punishing the thief and 
imposing death penalty on the murderer. Such activities are studied 
under Law or Jurisprudence. 

The diagram on page 32 shows the main branches of Sociology. 


Economics and Sociology 

Sociology^ is the name given to all the social sciences combined. 
Sociology is the parent science from which issue the various social 
sciences, viz.. Economics, Politics, Ethics and Jurisprudence. Econo¬ 
mics, is, as such, a branch of Sociology, and studies those social pheno¬ 
mena which are related to wealth. 


1 sOCIOLOG\ 




I 

Economics 
(Men and 
Wealth) 


(Studying the different activities of social men) 


Politics 
(Men and 
State) 


Ethics 
(Men and 
Morality) 


yurispruder.ee 
(Men and 
Law) 
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ECDMOMICS 

TO AiAkT^ 


panics 

t# »t»n). 


ilURtSPftUDtNa 
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»0 NftUil*') 


Fig. 5. Showing branches of Sociology 

Economics takes into consicieration many sociological facts like 
the gregariousness of human nature and the mutual effectivity of various 
social sciences in order to complete itself. 

Economics and Politics 


Economics and Politics arc both social sciences and have close 
intimacy with each other. Politics studies man in relation to State 
while Economics studies man in relation to wealth. Both of them 
study ditTercnt aspects of human activities, the aspects which are 
closely related to each other. This fact has tied together these sciences 
in a .erv natural and definite sense. 

:\\[ economic activities are carried on within the limits of the 
State and under its supervision. Naturally, therefore, the nature 
of the Government must decisively affect the economic system of 
the country. If the Government is just and fair to all, the people 
will work hard and s neerely and the country will be rich. In a badly 
and unjustly administered country, on the other hand, people will re¬ 
luctantly cut down production to the minimum and the country will 
remain pi>or. Again, the system of consumption, production, exchange 
and distribution in capitalistic countries, like England and America is 

quite dilTerent from what it is in a fascist country or in a communistic 
cimntry like Russia. 


n 


Ihe nature of Go%^rnment is, in its turn, dependent upon eco 
nomic conditions. 1 he Government in the hunting stage was differen 
from tlie Government in the handicrafts stage, and the latter, ver 
much dissimilar from the present-day Government. 

j 1 ^f'S'-P'^rabihty of Economics and Politics is testifi- 

cd by Public Economics which is common to both the sciences. 
Pub he Economics can b. broadly diMdcd into Economic Activities 
of the btate and Ptihlic Finance. 

The connection between Economics and Politics has become 
very close during recent years. The extreme form of this closeness 

? Government owns, operates and 

controls almost the entire economic system. The same is true, to a 
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great extent, of fascist or totalitarian States. The capitalistic and 
democratic countries like Kngland and America have also drifted 
to the principle of controlled economy and economic planning in order 
to solve their economic problems in partial imitation of Russia, Germany 
and Italy. During W'orld War II, this control assumed absolute and 
through character in almost all the countries of the world. In India 
control of the Government has always been considerable. The slackness 
of the people to take to new ventures naturally led the Government to 
start their own enterprises. Railways, canals, etc., are all Government 
properties. The State intervenes in various economic spheres less 
directly tiirough Agricultural Department, Co-operative Department, 
Industrial D.partinent, Nation-building Departments, etc. 

Economics and Ethics 


Economics studies liow wealth may be earned and spent. Ethics 
js the science of proper or right conduct. Since wealth is to be pro¬ 
duced and consumed in the right way and since the right conduct of 
life includes the earning and disposition of requisite wealth, Ethics and 
Economics are intimately connected. All economic activities liave aii 
ethical aspect, as all ethical activities liavc an economic aspect. Eacn 
science has to recognise, respect and draw upon tiic otiier sciences.^ 

Economics as a positive science formulates the principles accord¬ 
ing to wiiicli rent, wages, interest and prohts are determined. In 
tlic payment of all tiiese rewards, the question of ethical justice enters. 
Positive Economics has to take account of tliese factors. Economics 
as a normative science sets uj> tae ideal to he pursued in the economic 
^here. it tells us wiiat is fair rent, fair wage, fair interest and fair 
prolit. It gives us the concept of just price, just taxation and just 
expenditure. All this work involves dehnite and certain einical clcli- 
beralion. Here the relation between Economics and Etliics is very 
cloi.e. 'I'Jie closeness becomes quite prominent wnen we consider 
Economics as an applied science. In the suggestion of the ways and 
means loi Hie aeliie\ement of an ideal, Economics must act according to 
ethical dictates, ll it means to act against clliical principles, it will be 
looked down upon and nobody will pay attention to it. For instance, 
Economics must not prescribe tliclt as a reined) ol tiie poverty of tlie 
jnasj.es, for its moral effects will be very bad. People will probably 
begin to tliink that stealing is legitimate; an era of uncertainty and 
immorality will set in, vvnich will check all progress. It is thus clear 
that Economics depends on Ethics to a fainy large extent. 

Economics and Jurisprudence 

'I'hc science of Law or Jurisprudence lays dowui w’iiat people 
may or may not do. 'I’ne economic life of the nation is shaped l>y 
Jts legal syatem. it the law of the land ensures security ul iite ana 


A ‘‘.Since Licuiiu.nics, like lithics, is priinurily a Social Science, ilie true 


ecyno.n c acuoa iiiusc in tnc long run be an einicai action. T ne niodein eco¬ 
no.iii^c nus oeo.no just as iniriUiul ol tnc echicai aspects of ever) eeonuiuic 
pro.)ie.n as tnc nuUern ‘moralist has been lorccU to recogni/e ine economic 
Side ol ms ethical problent. >vhai is ethically auvaiitaieous must in the end 
Jtlso be prolicable to tne business world.”— 
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property and guarantees that each man will get fair remuneration 
for his labour and that he will be left free and secure to enjoy the 
fruits of his labour, people will get unlimited incentive to work, pro¬ 
duction will increase, and the country will be economically well off. 
But if the legal code does not provide security of life and property and 
allows some members of the society to appropriate a share of the product 
of others’ labour, the productive mechanism will slow down, and the 
country will be economically poor^ At the time of the break-up of the 
Moghul Empire in India, for ii^ance, there was much disorder and 
danger to life and property, with the result that economic development 
of the country greatly suffered. But the maintenance of peace and order 
within the country later proved very favourable for its economic progress. 

The effect of Law on Economics is very well shown by the inheri¬ 
tance laws, say of England and India. In England the law of primo¬ 
geniture (that is, the inheritance of the property by the eldest son) has 
led to large holdings and concentration of land in a few hands. In 
our country, the law of equal inheritance has brought about exactly 
opposite results, namely, small Iioldings or possession of tiny plots of 
land by a large number of people. Almost every aspect of economic life, 
like trade, transport, combination, monopolies, weights, measures, adul¬ 
teration, banking, currency, etc., are fashioned by the law relating to it. 

Just as Economics is dependent upon law, similarly law is fashion¬ 
ed by the nature of economic conditions. The outbreak of World 
War II required the Government of India to collect large funds. There¬ 
fore, a law imposing ♦ax on Excess Profits, known as Excess Profits Tax, 
was passed. The appalling condition of the factory labour in this, as 
in other countries, has led to the enactment of Factories Act. 

Besides the above social sciences, Economics is also connected 
with History and Geography. 

Economics and History 

The close intimacy between Economics and History cannot be 
<?xaggeratcd. Economics has drawn upon History very considerably 
for its own development and perfection. The usefulness of History 
has been so fully realised by economists that they have included in their 
study the follo 1 ^ing historical surveys : (1) history of the economic 
development of a people, called Economic History, and (2) historical 
survey of the growth and formulation of economic theories, known as 
History of Economic Thought. These two branches of History have 
betn of immense value to Economics. 

(1) Economic History. Economic History is of great advan¬ 
tage to the economist. Firstly, it gives historical details about some 
economic phenomena like famines and business cycles which can best 
be studied in the light of past history. Similarly, history of excessive 
issue (hyperinflation) of paper currency in the post-War Germany and 
the po9t-Re\olution France throws ample light on the theory of paper 
currency. Secondly, it furnishes the basic material out of which econo¬ 
mic tlieorics can be made. At the same time, it tests or confirms the 
vaiious economic theories, thus affording a final proof of their accuracy- 
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or otherwise. For instance, the Malthusian Law of population has 
not been borne out in all its details by history and has, therefore, been 
modified now. Finally, the knowledge of the past sometimes enables 
ns to foresee the future happenings and suggest ways and means of assist¬ 
ing, avoiding, or remedying them. Economic History, for instance, 
shows the repeated occurrence of business depressions and bank failu¬ 
res or crises. The possibility of their recurrence leads to their carefuF 
study along constructive lines. 

(2) History oj Economic Thought. History of Economic Thought 
is also of great importance to Economics. The study of a theory from 
its origin to the present stage is of evolution, and a similar study of 
other competing theories which it has superseded, makes its m.*aning 
and purport very clear. It also helps us not to repeat past mistakes ; 
and shows the scope for further progress. Moreover, the connection of 
economic doctrines with their underlying institutions and conditions 
makes the doctrine of relativity very clear ; while the dependence of 
Economics on other branches of knowledge is also brought to light. 


Economics and Geography 

Geography is the study of man in relation to his environment. 
It studies how his activities arc conditioned and shaped by his surround¬ 
ings. The economic activities of man, namely, the activities relating 
to wealth, arc definitely shaped and formed by his environment. As 
such, the intimacy between these two branches of knowledge is close. 
To a certain extent, economic conditions of a country form a part of 
Geography ; or a certain portion of the Geography of a particular country 
is economic in character. This portion, which is common to Economics 
and Geography, is known as Economic Geography. 

§ 4. ECONOMICS AND INDIVIDUAL SCIENCES 

Just as Economics is closely related to the sciences wliich study 
man as a member of society, similarly it is intimitely related With those 
sciences also which study man as an individual. Inc most prominent 
among the latter sciences is Psychology. 

Economics and Psychology 


Psychology is the science of mind and studies such mental 
phenomena as will power, motive power and power of concentration. 
These psychic phenomena are of immense value to an ewiwmist for 
these arc exactly the things which he deals with. A study of Economics 
ie fundamentally the study of the wants of men, the efforts niade by 
them to satisfy them and their ultimate satisfaction. Wants, efforts 
and satisfaction are the main links of the chain of economic activities, 
each of which is a psychological process. Mostly speaking, the task of 
the economist is to measure these phenomena with the measurmg-rod 
of money. Economics is, therefore, “anchored in Psychology.” 


Indeed, some economic laws arc psychological in their nature. 
The Law of Diminishing Utility (which says that the more you have 
of a thing, the less you will want its each successive uniu, other things 
remaining the same) is the expression of a psychological fact. Ihe 
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law of demand, the law of supply and the law of substitution simply 
show how human mind is likely to work under certain circumstances. 
The theory of trade cycles and industrial fluctuations has been partially 
built upon psychological findings. Fatigue, rest periods, agreeable- 
ncss of work and pleasantness of surroundings, are all psychological 
processes and are studied by Economics. 

§ 5. ECONOMICS AND PHYSICAL SCIE.NCE3 

Physical sciences study physical phenomena. Economics is 
related to these sciences inasmuch as it takes their conclusions for 
granted and on their basis formulates its own laws. Thus Cnemistry 
says that matter can neither be produced nor destroyed. Taking this 
fact for granted. Economics dehnes production as the creation of uti¬ 
lity, and consumption as the destruction of utility—and not of matter. 
The Law of Diminishing Returns, which has a proud place in the 
departments of Production and Distribution alike, is based on the find¬ 
ings of Agricultural Chemistry. Trade cycles and crises have often 
been explained with the lielp of astronomy, jevons’s “Sunspot 
I’lieorv" of trade cycles and .Moore and Beveridge’s similar doctrines 
are astronomical. ■— 

Economics and Statistics ^ 


The science of Statistics is concerned with numerical facts. It 
collects, elassities, presents and compares numerical data relating to 
particular prtibleins anti tlieit draws generalisations or laws from them. 
I com.niics also deals with quantitative and numerical data. The ap¬ 
plication of Statistics to Economics has, therefore, led to eiiormjus 
Intielit to our science. 

rKpecilicallv, Statistics has the following usefulness to Econo- 
1. EirstU, statistics describe an economic phenomenon very 
-atnir ibls. Vor instance, if wo wish to describe the foreign trade of 
countiy. the desci iption would not be complete unless we give statis- 
t;e^ or h'gurc- of tlie exports and imports. Secondly, some economic 
niuhluii^ are nuiiKTical; and here the dependence of Economics on 
St.iii'tics IS absolute. For example, if we want to find out how prices 
'.1 i:nia h.ive ihiciuated since the beginning ol the present century, we 
jiui : lta\e piiee statistics ot gold for 50 years. Tnirdly, there arc some 
. - ..D iinic pmblems which cannot claim final accuracy until they have 
l,i. n lasted by statistics. The .Malthusian law of population is such 

.lU 1 xample. 

l ixiin the above account the inseparability of Economics and 
M.itisiies ean be well appreciated. In tact, tlierc is a branch of 
Maiislivs which exclusivelv deals with economic problems and is known 
.I'j ];conomic Statistics. -\s you progress in the study of Economics, 
\ <>u w ill IiikI that you ha\e t«j make libejral use of graphical methods like 
eli.tils and graph.s t*iiliusir.ile \uur point, allot which fall under Statistics. 

Economics and i\iatheniatics v ‘ 

E\eri a science like Mathematics has been of great use to 
ccoiu'iuisis. For a long period the application of Mathematics to 
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Economics had been a subject of controversy. On the one side were 
economists of the standing of Cournot, Jevons, Edgeworth and Pareto 
who made extensive use of Mathematics in their study of Economics 
and testified to the extreme usefulness of the process. Jevons went 
to the length of stating that Economics is essentially mathematical in 
its nature.3 a statement which is taken to mean all quantitative data. 
On the other side were economists like Mill, Cairnes and Leslie who 
showed their disinclination towards,^ application of Mathematics 
which, in their opinion, was barren and useless to Economics. 

This controversy has now been set at rest and the usefulness 
of the application of Mathematics to Economics, which constitutes 
the subject-matter of Mathematical Economics, is w^l realised. 
Economics is, in fact, rapidly becoming mathematica . The mathe¬ 
matical method stimulates precision of thought and clarihcb the rela¬ 
tionship between economic factors, like demand, supply and price, m 
an admirable way. But too much dependence on it leads to economic 
toys and useless mental gymnastics. If used with proper precautions, 
is has the possibilities of showing good results. 

intkrmf-DIAtk ql i;sth)Ns 

1. Discuss carefully the- relation of Economies with other social sciences. 
(Madhya hharat, I. Com., ly.iS). 

2. Describe the relation of Economics to other social sciences. (Ui- 

mania, I. A., lySi). . , 

3. What is the relation of Economics to Politics, Ethics and Sotio oi-> . 

(Poona, 1. Com., I'Jbti). , 

4. Show in whal manner Economics is related to other social sciences. 

(Raj., I. Com., 1^?^). 


3 “ Economics, if it is to be a science at all, must he a mathematical 
science. . ..simply because il deals with quanmieB’'.-Jtvoi.s, 7/.e HuoryaJ 

Political Economy, p- 


CHAPTEB 6 

ECONOMIC LAWS, METHODS AND ASSUMPTIONS 

There is not a single law, economic or other, on which we may depend 
absolutely. The validity of natural law is conditional upon the orders of the 
universe not being overthrown; that of economic laws, upon no fundamental 
change taking place in human nature, as we know it. 1£ ever a change should 
come then, indeed, no economic law will be valid.— G. Pierson. 

§ 1. ECONOMIC LAWS 

The Meaning of Economic Laws 

While going through this book, you will come across various 
*Laxos\ These Laws are scientific laws and should not be confused 
with statutory (i.e., legal) or customary or moral laws. Economic laws 
establish the relationship between cause and effect, and are, therefore, 
of scientific nature. 

An economist studies human actions in the ordinary business 
of life, tries to find out the connection between causes and effects, 
and then e.xpresscs them in the form of general statements. Such 
generalizations are known as Economic Laws. For instance, econo¬ 
mists observe that if the price of a commodity goes down, the demand 
for it increases. Let us take the example of pencils which can be 
purchased at 2 annas each. If the price comes down to one anna per 
pencil, you may be tempted to purchase more pencils than before. 
This is true with regard to all the articles. From this, the economist 
generalizes that if price falls, demand increases. This is an economic law 
—the law of demand; it is tlic statement of a tendency and seeks to show 
the connection between cause and effect. Such generalized statements 
oj human tendencies concerning icealth arc known as Economic Laws. 

Economic laws have two main characteristics. Firstly, they 
are social, dealing as they do with the conduct of men considered as 
mernbers of society. Secondly, they refer to economic motives, the 
motives which can be measured by money. Marshall, therefore, 
defines economic laws as follows ; “Economic laws, or economic 
tendencies, are social laws relating to branches of conduct in which the 
strength of the motives chiefly concerned can be measured by a money 
price”.1 ^ 

Types of Laws 

It is obvious from the above that the term‘law’is used in Econo¬ 
mics in a scientific sense. The word, in general usage, is used in 
various other senses as well, of which the reader is probably aware. A 
law may be statutory, or moral, or customary, or scientific. 

Slalulory Larvs are the ordinances of the Government and require 
tl^mcmbcrs of tlie btate to do or not to do certain acts. For instance, 

1 Marshal] » Ecoftotnics oj Industry^ p. 1 ^, 
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the Indian Criminal Procedure Code requires a man not to cause phy¬ 
sical injury to any person; such an offence is punishable by imprison¬ 
ment and other penalties. These laws are generally enacted by a 
particular State which enforces it within its jurisdiction; outside this 
limit they are inapplicable. Those who break the law arc punished 
Statutory laws are not fixed in character for all the time to come; and 
are amended from time to time. From the above account of statutory 
laws their difference from economic laws becomes clear, fcconomic 
laws are not passed by any particular State ; nor is their operation res¬ 
tricted to any particular country. They are the expressions of hurnan 
tendencies and are true of all human beings and of all countries. They 
do not enjoin people to do or not to do certain acts. Nor are their 
offenders punished by any autliority. 

Moral Lazes arc the laws dictated by moral and ethical considera¬ 
tions and require men to act in accordance with those dictates. For 
instance, the ethical commandments to speak truth and to be kind to 
others arc moral laws. Offenders of such laws arc supposed to be 
punished by the Almighty in this world and the world to come. Eco¬ 
nomic laws arc definitely not of this nature. They arc not moral com¬ 
mandments; nor do they call the wrath of God upon the offenders. 

Then there arc Customary Lazos, that is, the laws established 

by customs and tradi¬ 
tions. In Hindu society, 
for instance, there arc 
definite customary laws 
regarding the ceremo¬ 
nies to be performed at 

the time of marriage 

or death of somebody. 
Economic laws are, of 

course, different from 
customary laws. 

Finally, there arc 

Scientific Lazos which 

establish relationship 

between cause and 

effect. Economic laws 

perform exactly this 

function. 'riicreforc, 

economic laws are 



Fit-. 6. Showing the various kinds of laws. scientific laws. 

The Inexactness of Economic Laws 

Economic laws, as said above, are the statements of certain 
human tendencies. In other words, they simply state that under 
certain circumstances, human beings tend to act in a certain fashion. 
They do not assert that a man must necessarily behave in the stated 
way. Human beings have free will and they may or may not act in 
that manner. Economic laws only say that they will must probably act 
in a particular fashion under particular circumstances. 
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This point may be easily illustrated. The law of demand states 
that if price rises, the demand will fall. This is what usually happens 
in daily life. But there are cases when the demand rises immecUately 
after a rise in price. During the war period, for instance, the prices of 
arms and ammunitions rose up sky-high, but still the demand for them 
went on increasing tremendously. Again, suppose Pandit Nehru comes 
to Allahabad and nobody can see him unless he wears a Gandhi cap. 
In such a case tlic demand for Gandhi caps will increase tremendously 
even if the price of such caps rises fairly high. 

It must, however, be admitted that there are certain laws in 
Kconomics which arc exact under all circumstances. 7'he law of 
diminishing returns is such a law. After a certain point in cultiva¬ 
tion is reached, the application of each successi\c dose of labour and 
capital is bound to yield diminishing returns, provided otlier things 
remain the same. Tliis law has two assumptions, namely’, the arrival 
of a certain point in cultivation and the unchangcableness of other 
things. If these two assumptions obtain in practice, the law will de- 
hnitely’ operate, ^'he^e is no exception to tliis law. 


\\\' conclude, therefore, tliat st me economic laws are absolutely 
correct : but a large number of economic laws ha\ e an clement i>f uncer¬ 
tainty or inexactness. The reasons for this inexactness are mainly two. 
I'irstlv, nun and wnmen whom Kctinomics studies are living beings 
and possess free will. Their acts are, as a consequence, s<» variable 
and uncertain that the hest statements r)f tendencies about human con- 
rluct must necessarily he inexact and faulty. Secondly, economists do 
not ha\ e tlie tacility ot pi-rforming experiments under desired conditions, 
as can be ilom- in a laboratory’, so that absolute correctness in the tor- 
mulalion of the laws is not possible.- 

Fconomic Laws Coirjpared with Physical Laws 

lu'iTiomie laws are not as accurate as physical laws which are 
absolutely exact. 'I'he laws of physical science relate themselves to 
jdiysical facis wliieli are unchangeable, ceitain and of uitiversal appli¬ 
cation : ph^^tc.^l l.tws, as such, also possess similar characteristics. 
.Moreover, p'h\>ieal laws can be derived and tested under laboratorv 
coiiilitit.ns, which lielps in tlieir correct formulation. The law of gra- 
\ itatiMii f uhicii states that a b(»dy is attracted to tlic giaaind), for instance, 
is a pi \>ie.i! I.iw and is e xact and certain. W'liether yo i throw a hat or 
'JCoi:' lirj: must eoincdown ; .md w hetlur yoi. do : o in A.laliabad 

■'1- in C .ileulta, in l.druhm or in New York , is also immaterial. Similarly, 
the atir.icii'.n of iron by a magnet if both arc placed fiear each other. 


' • I • > i .ni.nii -t e.in \ ery I ;irvl\ oxpi-nineii’ iu' niusi eonlent hiu-.* 

ll will, e tlu eh.UiL’e- tli.-.t r.ilo- pl.iei- :ii e.ir elilions. anel duir results, 

;.i J iOL-'iiii i' a- :<' tlw im-.iiime ..t (,is .i \ aimn... h l.ireeU Jue to this tuct 
ih.it econo lie lave s .,re 1 ar !eik finite. ai J op. to nianv iuoi e execptioiis, 
tli.in I. (he e.ise in seiem.; uliere sv.t,,nai.e e peiinunts are possible. It is 
% ci y Uillicult to K- M.re that w li.iw n,,t ov v rioo|.v,i M.nie elr.ii'Ke in the condi¬ 
tions, t InO h.is Ml,, n place ; ai v! even >. liou- .tiefe. t - ,rav thus he- tnisled and 
may aftnhut. a r , vali t o e. vov v. |. eh . o fav ; h., ~ had 1 ti k or tuUlv.i « to do 
with It just hecau -. ti vv have oMrhu.Ud i he uce e ause or causes. See More- 

liUuJ, .‘in InlruihiUtitn (t, /:< un .c, pp, . 
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is a fact of invariable exactness and universal application. These illus¬ 
trations show that physical laws arc absolutely exact and universally 
applicable. If we compare economic laws with physical laws, we find 
that our laws are inferior to physical laws in points of exactness, invari¬ 
ability, and universality of application-^ for reasons already explained. 

Marshall observes that there are no economic tendencies which 
are as steady in operation and as precisely measurable as gravitation 
and consequently there are no laws of Economics which can be com¬ 
pared with the law of gravitation. But they can be very well compared 
with the laws of tide which are not always exact—their operation maybe 
obstructed by heavy rainfall or strong wind. In the opinion of 
Marshall, as such, the laws of Economics should fie compared with the 
law of tides rather than with the law of gravitation.^ 

Economic Laws are the Most Exact Social Laws 

Economic laws arc not so exact as physical laws, but they .uc 
the most exact of all the laws of social sciences. TUc reason way 
economic laws arc superior in point of exactness to all other social laws 
is that economic motives can be measured by the measuring-rod <)t 
money while no other social science has the facility of quantitative 
measurement. I In Economics motives are measured by money-rupees 
annas and pies. If you want a pen and will offer Rs. 10 for it rather 
than go without it, the intensity of your want for the pen can be mca&ured 

by Ks. 10. Similarly, if you will Charge 4 annas for typing out a p.ige. 
the displeasure of typing out a page can be measured by 4 annas. 1 hi> 
privilege of measurement, which is denied to otlicr social sciences and 
is available to Economics, goes a long way in making Economics fairly 
exact-more exact than any other social science. 

' § 2. METHODS OF EC JNO.MIC3 

Every science arrives at its conclusions, generalisations and 
laws through some logical process. This logical process by which 
we arrive at generalisations or laws of a science, is known as its mci/iod. 
Economics makes use of two important methods, namely, the deductive 
method and the inductive method. 

Deductive Method 

Under the deductive method certain basic propositions regarding 
human nature arc taken fur granted ami frum these propos,turns broad 
generalisations are derived. For instance, ,t is a fundamental fact that 
all men die one day. Smith is a man. 1 herefore he wdl d.e one day. 
This is a simple example of the deductive method. Jevons aptly des¬ 
cribes deduction as -getting knowledge from other kmtwlcdge -. A 
large number of economic laws has been discovered in this way. 1 he 
ectfnomic law of diminishing utility has been arrived at deductively. 

3 Pr>f it>bbii>s .jr-.'uci thai oono me laws arc a> precis.-, witliiii ihc 
I- •» r.,f ti, . ai»i rtoti.>f»s. as. or even m »re precise rhau. pnysicai laws, ^ee 

Ti’ f ,re til I S:i{'ijicuice >/ JCc >>ionic S’nefice. Also see knight. 
ilil'ij i in licjwjmici. in tlie Trend of Economics ( lugwell). 

4 Marshall. Principles of Economics, pp. 31-32. 

5 Jevons, Logic, p. 13. 
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"We know that men do not generally attach as much importance to the 
second unit of an article as to the first; and not so much to the third as 
to the second ; and so on. From this psychological fact it has been 
<ieduced that as the stock of a commodity increases, the utility of each 
additional unit goes on diminishing, other things remaining the same. 

Early economists made use of the deductive method alone. 
But the exclusive devotion to the deductive method, to the neglect of 
the inductive method, misled them. Even the fundamental proposi* 
tions about human nature with which they started, were sometimes 
wrong ; and they, moreover, did not verify their generalisations by 
actual observ'ations. The laws arrived at through such defective deduc¬ 
tion were naturally faulty. Undue and exclusive emphasis on deduc¬ 
tive methods thus put the cart of Economics on wrong lines. German 
economists first revolted against this state of affairs and introduced the 
inductive method in Economics. Since then, the popularity of the 
inductive method has widely increased. 

Inductive Method 

According to this method, wc first observe the relevant points 
concerning a particular plicnomcnon, which arc collected in the form 
of data and subjected to close scrutiny. Generalisations are then drawn 
which are known as laws. 

Malthus followed this method in formulating his theory of popu¬ 
lation, namely, tliat population increases faster than food supply. He 
carefully studied tlic liistory of all the important countries of the world 
and from tlie facts tlius collected, derived the Law of Population. 

Inductive Method vs. Deductive Method 

It is sometimes debated as to which of these two methods is of 
greater use and importance in Economics. It is the opinion of modern 
cc(.)nornists that botli of those methods are important and useful. 
“Intiuction and deduction arc both needed for scientific thought as the 
riglit and loft foot arc both needed for walking.”® In those departments 
ot I'conornics where facts and data are not easily available, deductive 
mctljod is largoly used, as for example, in Consumption, E.xchange and 
Distribution, liut \\ here adequate facts and data arc available and the 
fundamental propositions about human nature arc lacking, as for 
example, in Production, tlic inductive method is generally used. Our 
subject of Economics would liavc been very imperfect and ill-developed 
today were both these methods not utilized according to their suitabi¬ 
lity and propriety.’ 

§ 3. ASSUMPTIONS OF ECONOMICS 

P-conomic laws arc ordinarily accompanied with certain condi¬ 
tions ; in other words, they are limited by certain assumptions. They 

o A acaioacc from SchmoUcr, a great German economist, which has 
become classic* 

7 AU the devices for the discovery of the relations between cause and 
effect wa»cn are deicribcJ in trcaciHcs on scicntihc method, have to be used in 
their turn by the economist ; there is not any one method of investigation which 
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-always state that provided such and such things exist, this cause will 
lead to this effect. The reason why economic laws involve assump¬ 
tions is that human beings, whom Economics studies have free will 
and are under certain circumstances influenced by a large number ot 
•considerations. All such variable factors cannot be taken into consi- 
<leration at one and the same time. Economics, therefore, takes certain 
conditions or assumptions for granted, and states what will be the 
result of certain casual forces under the assumed circumstances. 

The most important assumption made by economic laws is 
*'other things being equal" or ''other things remaining the same". The 
implication of these phrases is different in different cases, and depends 
upon the conte.xt in which they arc used*. Other assumptions are the 
existence of free competition, no-rent land, human propensity to be 
led away by monetary considerations, etc. Some pertinent remarks 
have been made by Marshall on this subject, which maybe quoted here 
in toto ; 

Ic 13 sometimes said that the laws of Economics are “ 
course, like every other science, it undertakes to study the effects which will be 
produced by certain causes, not absolutely, but subject to the condition that 
other things are eq^usl, and that the causes arc able to work out their . 

disturbed: Almost every scientihe doctrine, when carefully and formally 
will be found to eoatam some proviso to the effect that other things are • 

the action of the causes in question is supposed to be isolated ‘ j 

are attributed to them, but only on the hypot ics.s that no cause is P^ffnittcd 
to enter except those distinctly allowed for. I he assumptions^ 

economists are not exactly true but they are a near approach to r<^alit>. \S e 

already come across perfectly free competition, but in stock 

^nd elsewhere this position is approximately reached. No*rcnt land is 

generally to b:'found%ut land pa^rng neghgihle rent ^ J ° tioiir^bu" 

Man is guided by religious, patriotic, political and t 

i consideration of wealth is of definite importance. It is clear then that 
our assumptions are nearly correct and. therefore, the laws based on them are 
close anproximation to reality. 

the method of Economics, but every 
made serviceable in proper place, cither singly or 

But in some branches of economic enquiry and for some pur po » , 

more urgent to ascertain new facts, than to trouble ourselves wiUi the mutual 
relation and explanations of those which wc already have. While in 
branches there is still so much uncertainty as to whether those causes of a y 
event which lie on the surface and suggest themselves at first are both true 
causes of it and the only causes of it. that it is even more 

scrutinize our reasoning about facts which wc already know than to seek for 

more facts.—Marshall. Principles of Economics, pp. <>'3n. 

8 It has been forcefully stated by ceriQ n writers in recent times that 

economic laws assu ne other things to remain the same, which "ever are. 

Economics is, therefore, an unrealistic science. See Mrs. Barbara Wootton. 
The Lament for Economics. 

INTERMEDIATE QUESTIONS 

1 Explain the distinction between an economic law and statute law, 
and show how all economic laws are mere statements of tendencies. (Andhra, 

I, Igjn the nature of Economic Laws, and show how "Economics docs 

not give us conclusions directly applicable to policy.” (Bombay. 

* 3, What are economic laws ? How docs they compare with the laws of 

Physical Sciences ? (Patna, I. Com. • • t • u rmrxnr ** 

^ 4. Economic laws are hypothetical and provisional m chattcicr, • 

Olacuss this statement. (Travancorei In., 1943). 



CHAPTER 7 


WHY DO WE STUDY ECONOMICS ? 

The investication of the conditions of wealth by Adam Smith 

successors has alreadv resulted in the removal of 
centurv affo pmfoundlv affected the lep.slation of every c.v 

inc.xorcssible injury of the commonwealth of nations. I he first has 

cal I-conomy have been worth a million times the mtelk-ctual effort that has 

been bestowed upon the subject.— H ol/-(r. ^ 

There arc two possible reasons for the stuJy of a subject. It 
mav be studied merclv for the sake of the pleasure and enlightenment 
that the study affords; this object is called the ‘light-bearing or theore¬ 
tical obiect. Or it mav be studied with the object of denving help in 
practical affairs of life'; this latter object is called the fruit-bcanng 

or practical object. 

The study of Economics has two-fold importance—theoretical 
as well as practical ; in other words, it affords us pleasure as well as 
helps us in practical affairs of life. It is thus better than a subject like 
Philosophy which is only liglit-bearing. 

§ 1. THE -HETICAL ADVANTAGES OF ECONOMICS 

The nature of economic study is such that anybody who takes 
to it is iinmensely benefited in more ways than one. Economics has 
aptly been descriiied bv Marshall as “an engine for the discovery of 
concrete truth”; and its student develops all the qualities which arc 
ncccj^sary for tins cUsconctn, It firstly develops in the inmd of its 
student logical efficienc) and faculty of obser\'ation. Direct experiincn- 
tatioii under laboratory conditions not being possible in this branch of 
knowledge—we cannot catch a man and subject him to certain economic 
forces to SCI' what happens—economic laws are arrived at either by 
proceeding from broad truths regarding human behaviour, or by col¬ 
lecting facts ihiough obseiwalion. '1 he first method, known as deduc- 
ti^c met[ii»d. allords us a better view of man and matter- 1 he second 
nietlioi-l, known as inductive metluid, makes us acute observers. 

Again, the data that a student of Economics has to handle are 
s<i enormous and of so vary-ng importance that he has to pick out of 
them the relevant facts and to set apart the irrelevant facts./ Economics 
thus develops the faculty of judging tlie comparative importance of 
various considerations without any mechanical assistance, a quality 
wliich is of very great value. 

Apart from these qualities which a student of Economics ac¬ 
quires, he is also benefited by an increase in tiie total stock of his 
know ledge/ and a clear insiglit into the complicated i conoinic mechanism 
of which He constitutes a limb. Economies relates to him the detailed 
story idTlie //'Oj ol w e.iltli ; how lids wealth is produced and what 

are the factors that contribute to increase production; how exchunge 
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takes place and what fixes the value or price of any commodity, how 
■wealth is distributed and incomes are earned and why is it that som. are 
rich while others are poor. It seeks to show him what place he and h^s 
companions fill in the economic structure of the nation, how the firm by 
whom they are employed functions as a part of the business machine and 
how the industry of which that firm is a member is related to other 
industries, and how does it work in harmony with them 
end.^ A study such as this provokes a sense f,. 

matters of vital importance by throwing a flood of light on the different 
parts of the economic system to whicli we are linked. 

^ 2. PRACTICAL ADVANTAGES OF ECONOMICS 

Economics is useful not only from the point of view of theory 
but aWo from the point of view of practice.- 1 hough it is still a matter 
of dispute among economic authorities whether Economics can issue 
rules and regulations for guidance in practical life or not, a large ma¬ 
jority of economists defimtely believes that the practical value of 

Economics is supreme. 

The study of Economics is so many-sided and so vast that it 
nessmen, labourers and capitalists, 

Besides being of much practical importance to individuals, it of gr 
benefit to the society as a wuole. 

UriLirV OF ECONO.MlCs TO INDIVIDUALS 

Utility to liouseholders 

It to the ..ousol.oMcr toe It ofUrs to h.s 

he cun get max.mum which Ji.ccu hnu to 

consideration the Law of Equi-.Margi .i .i,.. i«.it unitof mmev 

spend his money in such a way that the u i i > ....yi.Ljr Ky following 

snenion each of the various heads may be almost equal. for by 

on intoxicating liqu^^ 

and this expenditure ma) Dc t,o u p i.nportant items 

quate ^ clothing and shelter. In such a case tlie licavy 

1 'I'li ’inis, Eletncnts oj licunotnics, p- IV. 

2 I . oiiirc Science is chielly valuable neither as an Intellectual «ym- 

^ * " . , , means ol vvinniiu’ truth for its own sake, but as a hand- 

.1 .cvact of poht.cs.-l'.Boo, in M. mnr.am : Marshall, 

Memorials o/ Alfred Marshall, p. t>4- 
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life can be made richer and fuller by diverting this expenditure to other 
more important heads. 

Utility to Businessmen 

Let us now pass on from the household to the business field 
and see how Economics is useful to the businessman. In a narrow 
sense Economics is the science of which business is the art. Econo¬ 
mics is, therefore, important for the businessman just as knowledge 
of law is important to a lawyer and knowledge of medical science to 
a doctor. The study of Economics, moreover, imparts a habit of 
thought and a familiarity with concepts invaluable to the man in big 
business, who to be successful must have a deep comprehension of 
principles involving a network of mutually dependent phenomena. 
The solution of various business problems requires a profound know¬ 
ledge of economic principles. Some of the most careful students of 
Economics have been famous business magnates.^ 

To give a few examples, the subject of the methods of wage 
payment makes a thorough study of the technique, advantages and 
disadvantages of the various methods in existence and then suggests 
which method is suited under which circumstances. This study is 
of profound significance to businessmen. Rationalization, scientific 
management, large-scale production, division of labour are other sub¬ 
jects of the same nature and their accurate knowledge enables business¬ 
men to avoid pitfalls and follow the best course. 

Profcssicnal men, like doctors, professors and lawyers, alsc 
benefit from Economics in various ways. Economics solves their 
very important problem of devising methods for increasing their income. 
This can be done, Economics teaches them, by increasing efficiency; 
and it also states the ways and means of increasing efficiency. 

Utility to Labourers 

Even such a simple man as a labourer can profit from the study 
of Economics. Economics tells him the reason why he gets a parti¬ 
cular amount as wages, neither more nor less; and how can that amount 
be increased. It communicates to him the correct picture of his con¬ 
tribution to the economic system and also if his w'ages are proportionate 
to that contriVmtion. At the same time it also makes him realize the 
importance of the part the entrepreneur plays in economic life. Thus 
while it encourages him to claim his proper remuneration, it also leads 
him to appreciate the position of his employer, so that his demands may 
not be unfair. The study of causes, effects and remedies of strikes and 
lock-outs and the history of trade unions are likely to save a country 
from uncalled for and unreasonable interruptions in the otherwise 
smooth running of the economic system. 

Utility to Statesmen 

If Economics is useful to ordinary labourers, it is no less bene¬ 
ficial to statesmen. It apprises the practical politician of the current 
economic problems and also suggests their correct solutions. Politi- 


3 bec 'rurn.r, Introduiti-^tx to Economics. 
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cians make them the political issues of the day, tlie staples of their 
activity. There is, however, one distinct field of Economics, called 
Public Finance, where the debt due by the statesmen to Economics is 
undeniably heavy. Economics teaches the statesmen the ways and 
means of running the finances of a Government, and the methods of 
solving the financial problems as and when they arise, the problems, 
which rank supreme in the modern days of increasing State expenditure. 

Utility to Social Reformers 

Social reformer is the first cousin to the practical statesman and 
joins him in his indebtedness to Economics. Social reformers liave 
one main aim, to increase the welfare of society. Economics which 
studies how social welfare can be increased through material means, 
is as such of great help to them. Many of the economic issues can be 
solved, to fair degree, by social reform movement. Such issues take 
the form of social problems and fittingly occupy the attention of social 
reformers. For instance, India is facing today the problem of over¬ 
population. If social reformers start a movement in favour of the 
reduction of population through the exercise of self-control and the use 
of birth control devices, much good can be done. On many social pro¬ 
blems, as for example, caste system, joint family system, and female 
and infantile mortality. Economics has much to say and recommend. 
Social reformers accept the findings of Economics in such cases and. 
base their actions on them. 

UTILITY OF ECONOMICS TO SOCIETY 

Economics also contributes to the welfare of the society as a. 
whole, just as it augments the welfare of its each member. 

Individuals are members of the society, and their actions affect 
the society, favourably or adversely. Economics carefully studies 
these individual actions which are injurious to the society as a whole 
and recommends the methods of their prevention. The problem of 
luxury is an example of this nature. Similar is the case with drinking. 
If a man is a habitual drunkard, he not only spoils his own health and 
reduces his own efficiency, but he also passes on this evil to others. 
Economics, by its salutary recommendations for preventing this inju¬ 
rious habit, does immense good to the society. 

There arc, then, certain economic issues which are of direct 
interest to society. The problems of free trade vs. protection, incidence 
of taxation, gold exports, development of cottage industries and the like, 
affect the society as a whole. Economics carefully studies these pro¬ 
blems in the light of social welfare and gives its unbiased opinion. Since 
the most notable trend of modern politics has become the suppression 
of the Individual by the State, this being the keynote of Socialism, 
Fascism and Planned Capitalistic Economiy, socio-economic problems 
are fast increasing in number and urgency. 

These are, indeed, some very important social problems to which 
Economics has to address itself. Of all such problems, the problem of 
poverty is the most stupendous and the most weighty. “The condi¬ 
tions which surround extreme poverty, especially in densely crowded 
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places, tend to deaden the higher faculties. Those who have been called 
the residuum of our large towns have little opportunity for friendship i 
they know nothing of the decencies and the quiet, and very little even of 
the unity of family life ; and religion often fails to reach them.... 
And in addition to the residuum, there are vast numbers of people 
both in town and country who are broujght up with insufficient food, 
clothing, and house-room, whose education is broken off early in order 
that they may go to work for wages ; who thenceforth are engaged 
during long hours in exhausting toil with imperfectly nourished bodies, 
and have, therefore, no chance of developing their higher mental facul¬ 
ties... .Their poverty is a great and almost unmixed evil to titem. 
Kven when they are well, their weariness often amounts to pain, while 
their pleasures are few ; and wlien sickness comes, the suffering caused 
by poverty increases tenfold”.-* It is broadly true that ‘‘the destruc¬ 
tion of the poor is their poverty’. Economics by studying the causes 
of poverty and suggesting methods of their removal, does real service 
to a large part ot mankind. 

inti:rmediati- ql estions 


1. What is tljc practical value of the study of Economics ? Do you 
consider that ICcunomics should be one of the contpulsory subjects for a L ni- 
wrsily course of study in In^lia ; tAiidhru, 1. A., iy-t4). 

2. D'sevjss the subject-matter of hcononucs and write u note on the 
iinportanci.' ol the study ot hconoiiiics witli special rcfcicncc to inuian condi¬ 
tions. (..\ladli\a iiharat, i. .-V., 

3. State your \ lews reyarding the importance of the stud> of Economics. 
(.Usinuniji, l-A-, IV.'tiJ. 

4. (Jutlme clearly the scope of Economics and discuss the value of the 
study of econoi*iic tneorj'. (.l-’unjab, inter., 

5. \\h> is Ltonomics becoming such a popular subject of study ? (.Pun¬ 
jab, Inter., 


(j. What is the subject-matter of Economics? Discuss the practical 
ulilit\- of the study ol Economics, giving Indian txumpics. (Kaj., 1. A-, 

7. Describe brieily the practical ad\antaycs of the study of Economics, 
i low docs It help us in improving conditions of life in a village (Raj., I. Com.. 


\ 
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CHAPTER 8 

SOME BASIC TERMS 


In common use al nost every wjrd ha? inany shades of meaning, and 
therefore n;e Is to be interpreted by the context. And, as Bagehot has pointed 
out, even the most for nal writers on economic science arc compelled to follow 
the course ; for otherwise they would not have enough w ords at their disposal.— 
Marshall. 

Every branch of study has some basic terms which arc used in 
certain definite senses and which require explanation. Economics 
also has its basic terms. They will be defined and explained in their 
appropriate places. Here we shall explain the following five terms only 
Utility, Value, Price, Goods and Wealth. 

1. UTILITY, VALUE AND PRICE 

Utility 

Definition. If we look to our belongings, we will find that all 
the things we possess satisfy some w'ant or the other. If they d'J not 
have this attribute, we w'iil not care to possess them. The capacity of 
a comn.odity to satisjy human xoant or lotnts, is known as its utility. 
Pencils and cigarettes, books and newspapers, intoxicating liquors and 
drugs, charas and bhang, chairs and tables, all satisfy human wants and 
have utility. 

XJseJulnexs and Utility. Sometimes the above statement arouses 
a question from the reader : How can such useless and harmful things 
as intoxicating liquors and drugs, bhang and cigarettes, have any utility. 
The objection is the result of a confusion between utility and usejulness. 
Utility has nothing to do with usefulness or otherv^ise. Utility is simply 
the capacity of a commodity to satisfy some human want, good or bad. 
The satisfaction of that want may produce good result or cause injury ; 
that is not a material point at all. An intoxicant satisfies a harmful want; 
while a medicine satisfies a useful want. But since each of them does 
satisfy some human want, it possesses utility. An article “may give 
pleasure or it may prevent pain ; it may satisfy hunger or thirst or merely 
man’s desire to have pleasing articles around him in his home; it may 
make its possessor neat and clean or it may render him drunk or help¬ 
less. So long as it ministers to some desire of mind or body, it posses¬ 
ses utility in the economic sense, although tijj object of desire maybe 
pernicious in its effect on the possessor or on others, or detrimental to 
the community generally’’.* 

The Degree of Utility depends upon Urgency of Want. Utility 
then, is the want-satisfying fewer of an article ; and whether the utility 
of an article is great or small, depends upon the greater or less urgency 
of the want it satisfies. Suppose a man crossing a desert is very thirsty, 


1 .S. E. Thomas, Elements of Economics. 



50 


INTRODUCTION TO ECONOMIC PRINCIPLES 


SO much SO that unless he gets a cup of water he would die. The 
intensity of his want for water in this case is very great, and, therefore, 
the utility of water is correspondingly considerable. But suppose our 
friend, the traveller, is not in a desert but is in his own conifortable 
house and is feeling slightly thirsty ; his want for water is not urgent in 
this case and, therefore, its utility to him will be little. This example 
also illustrates the fact that the utility of an article is variable and not 
fixed. 

Utility depends upon Consumer's Want. Utility, it should be 
remembered, is not inherent in a commodity. It if, on the other hand, 
the relationship existing between the consumer and the commodity. 
In the above example water remains the same in both the places, the 
desert and the house ; but its utility is great in the one case and very 
small in the other. Whj ? Because the relationship between the 
consumer and the water is different in the two cases. Again, take the 
case of sand. When lying in a desert, it has no utility ; but when brou¬ 
ght to the plains to be used in the construction of buildings, it comes 
to possess utility. The inherent characteristics and composition of sand 
do not change ; but still it does or does not have utility according to 
external circumstances. If follows, therefore, that utility does not 
depend upon the internal characteristics of an article but on the external 
circumstances—the relation between the consumer and the article in 
question. 

Value 

Definition. Value is the power oj a commodity to command other 
commodities in its exchange-. Briefly, value is power of exchange. 
You cancxchangcarupeecoinforpensorpencilsorfruits ;andall these 
can be exhanged for money. They all possess value. But sun’s rays 
cannot be cxclianged for anything since they are plentiful and free. As 
such, they do not have any value. 

Value depends upon External Circumstances. Value of an article 
is measured by the articles which can be had in exchange for it. For 
instance, if one tola of gold exchanges for 50 tolas of silver, gold is 50 
times n?. valuable as silver, or the value of silver is 1 /50th of that of gold. 
Value expresses the relationship between two commodities, and de¬ 
pends. like utility, upon external circumstances. The value of ai> 
article is not determined by its intrinsic characteristics. 

An article possessing utility may or may not possess value. For 
instance, sun’s rays, moonshine and rain water possess immense utility 
but they arc so abundant and free that nobody has to pay anything for 
them. As such, they have no value. But no article can have value^ 
unless it has utility; for nobody will like to pay anything in exchange 

2 Value of a thing simply means the quantity of some other thing for 
Nvhich it is exchanged. Thus value is a relative term, and implies that one 
thing IS compared to another. If there were one thing in the world, the idea 
of value could not exist because no exchange could be possible. Moreland,. 
0/>. Or. pp. 
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for a commodity which cannot satisfy any of his wants and is, there¬ 
fore, absolutely useless.® 

Price 

We have defined value as the capacity of a commodity to command 
other commodilics in its exchange. Tiie practice of exchanging one 
article for another article is known as barter^ which has now become 
almost a thing of tlie past. Today most of the articles are exchanged 
for money. The amount oj money jor which an article exchanges is 
known as its price. In other words, value expressed in terms of 
money is known as price. As Moreland observes, ‘Price is simply a 
short way of expressing the value of a thing in terms of money’; to say 
‘the price o{ ghee is one seer per rupee’, is precisely the same as to say 
‘the value of one seer of ghee is one rupee’.^ 

§ 2. GOODS 

Meaning 

If you just look around you, you will find yourself surrounded 
with a large number of things which satisfy your seme desire or the 
other. Tlie chair on which you sit, the table on which you keep your 
books, the shoes that you wear, the cigarette tliat you smoke and indeed 
even the sunshine, beautiful scenes, and pleasant evenings that you 
enjoy all satisfy your needs or desires. All these things, material or 
non-material, which satisfy the desires of human beings are called 
* Goods'. 

In everyday life, the term goods is used in the sense of material 
possessions pf a man. But the word is also sometimes used in a broader 
sense as when we say it is a great good to a man to be able to find re¬ 
creation in reading or music after his day’s hard work is done. It is 
in this, the broader sense, that economists use the term goods. 

Marshall defines goods as all those things that satisfy human 
wants. In other words, anything possessing utility is a ‘good’. Goods 
include not only material and tangible things like books, pencils, food 

3 Value^in^use and Value^iu^excliange. Some economists use the word 
Value* in a sligl^tly different sense. According to them value is divisible into 
(1) vaIuc«'in«'U$c and {l) volue-in^^cxchangc. Valuc-in*Ubc is said to convey 
the Same sense which utility docs ; in other words, it tnt^ans the capacity of a 
commodity to satisfy some human want. Valuc*in-cxchangc, on the other 
hand, is said to convey the sense which the ccrni value does in the above classi¬ 
fication ; in other words, it means the capacity of a commodity to command 
other commodities in its exchange. 

The use of the terms valuc-in-use and valuc-in-cxchangc has been, 
largely given up by modern economists. They use the terms utility and value 
respectively instead. Students should, therefore, remember that when the 
word value is used without any addition to it, it signifies value^in^exchange. 

** Th^ word value, Adam Smith wrote, “ has two different meanings, 
and eometi ncs express the utility of some particular object and sometimes the 
power of purchasing other goods which the possession of that object conveys.” 
But, says Marshall, experience has shown that it is not well to use the word 
in the former sense. Sec Marshal, Economics of Industry, p. 39. 

4 Moreland, Op» Cit^, p. 16. 
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and buildings but also non-material and intangible things like love, 
affection and friendship.® 

"Goods” therefore, is a wide term. Their essential nature can 
be made clearer by studying their various classes. Goods can be 
classified (i) according to their material or non-material nature, (iV) 
according to their transferability or non-transferability, and (m) ac¬ 
cording to their being free or appropriated. 

Material and Non-Material Goods 

Goods maybe material or non-material (f.e., personal). Material 
_goods consist of useful material things and of all rights to hold or use or 
derive benefits from material things. They include physical gift of 
Nature, land and water, air and climate; the products of agriculture, 
mining, fishing and manufacture ; buildings, machinery and implements; 
mortgages and other bonds ; shares in companies, patent rights and 
copyrights. Material goods are all external and can be transferred 
from person to person. 

J^on-matcrial or personal goods arc those intangible goods which 
have reference to a particular person. They may be (i) internal or («) 
external. Personal qualities and faculties of a man such as business 
ability, professional skill or the faculty of deriving recreation from 
reading and music, all these lie within himself and are called internal. 
The second class of non-material goods are called e.xternal because they 
consist of relation NNith other people which are beneficial to him. The 
chief instance of such relations beneficial to their owner are to 
be found in the gcodwill and business connection of traders and 
professional men. 

Transferable and Non-transfeiable Goods 

Another print of view from which goods can be classified is their 
transferable or non«transfer.ib!e character. Transferable goods are 
those goods whose ownership can be transferred or changed. Books, 
pencils, buildings, goodwill and the numerous other commodities of 
trade can be sold and belong to this class. Transferable things are not 
necessarily transportable; for instance, a house is transferable but 
not transportable. There are, however, certain desirable things which 
cannot be transferred. Among the non-transfcrable goods are to be 
included a person’s qualities and faculties for recreation and 
enh)yment (f.e., his internal goods); also such of his business connec¬ 
tions as depend upon personal trust in him and cannot be transferred; 
also the advantages of climate, light, air, etc. 

Marshall’s Classification of Goods 

The classilication of goods from the point of view of material 

5 Prof. Pierson observes, ” Whether we can regard things as represent¬ 
ing goods for us or not depends not only upon their own qualilies, but also 

upon the extent of our knowledge, the state of ci\ilisacion to which we have 
attained, the climate in which we live, our trades or occupations, the peculiari¬ 
ties of our la-nes and even upon <iur age or the ages of those for whom we have 
to provide.—Pierson, Op. Ctt., p. 47. 

6 Marshall, Privctplo »>/ Economics, pp. 54, 55. 
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and non-material nature and their transferable and non-transferable 
character may be conveniently combined into one. Marshall has given 
the following classification from this point of view : 


GOODS 

I 


I 


Non-material or 
personal 

! 


Internal 

t 

Non-transfer¬ 
able (skill of 
a musician) 
(!) 


1 

External 

I 


I 

Non-transfer¬ 
able (Busi¬ 
ness connec¬ 
tion due to 
personal rela¬ 
tions) 

( 2 ) 


1 

Transferable 

(Goodwill) 

(3) 


Material or 
Impersonal 

1 

External 


Non-transfer- Transferable 
able (sunshine) (pencils, books) 

(■i) (') 


(It should be noted that material goods arc external; per¬ 

sonal internal goods arc absolutely non-transfcrablc). 

Consumption and Production Goods 

Goods which are consumed for the direct satisfaction of human 

wants are called consumption goods. The food we ea ^ n-^nmn 

we wear, the hooks wc read and the house we live in. all arc consump¬ 
tion goods. The goods which arc used for further production of 
are known as production goods. They produce things ^ 

used for consumption later; thus they satisfy hurnan 

The seeds sown in the field and the raw materials used in a facto y 
arc the examples of production goods. 

Free (or Unappropriated) and Economic (or Appropriated) Goods 
Some goods are so plentiful that they can be obtained without 
any payment, that is, they jree. Water, sunshine. 
some of the examples. Free goods arc not the result of ^ ® 

or sacrifice. Nature provides them in plenty for the use of huma 
beings. That is why ihey arc also called 'gratuitous goods ^ n.tura 
goods’. Free goods arc unappropriated m the sense that 
the private property of (or they do not belong to) any particular indi¬ 
vidual or individuals. Such goods have utility but not value. 

There are, however, other goods which arc limited in supply 
and which can be obtained only on payment. Books, pencils, houses, 
clothes and cycles are all economic goods. All the goods that are 


, Goods may be divided into (l)thos>c which arc wanted for theinse ves 
and 80 yield utility dirccily and ( 2 ) those which arc not wanted lor tlKii.selves 
and 80 yield utility only indirectly. Of the Hrst class arc clothes, lurniturc, 
food and bO forth. Of the second class are machines, factories and all instru¬ 
mental goods as they may be called. The goods of the second class (indirect 
KOodK) ucnvc ihcir utility from the utility of the goods ol the lirbt c ass (direct 
goods) which they aid us in procuring.—Chapman, Elements vj Lcvnomtcs, p. 5. 
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bought and sold come under this class. They are the results of human 
effort or sacrifice and are not the free gifts of Nature. Economic goods 
are appropriated goods in the sense that they belong to certain indivi¬ 
dual. Such goods possess utility as well as value. Economics is con¬ 
cerned with economic goods and not with free goods. 

The land in its original state was a free gift of Nature. But in 
old and thickly populated countries of today, it has ceased to be a free 
good. Wood is still free in some Brazilian forests. The fish of the 
sea arc generally free though some sea fisheries are jealously guarded 
for the exclusive use of the members of a particular nation. But wheat 
grown on free land and fish that have been acquired from free fisheries 
are not free, for they have been acquired by labour and are consequently 
sold for money. 


§ 3. WEALTH 

Meaning 

Wealth may be briefly dejined as consisting 0 } alt the goods that 
have value.^ Since such goods arc known as economic goods, ‘wealth’ 
and ‘economic goods’ have the same moaning. All the commodities 
which arc bought and sold arc wealth; those articles which are not 
bouglit and sold arc definitely excluded from the category of wealth, 
though they rniglit possess immense utilit}'. Air, light and heat have 
considerable utility; but since they have no value and are not bought 
and sold; tiny arc not wealth.® Wealth consists of all those articles 
which arc exchangeable. 

Characteristics of Wealth 


An article can have value and be called wealth only if it possesses 
three principal attributes, namely, utility, appropriability and scarcit 3 \ 

(1) Utility. An article can have value only if it is c.apablc of 
satisfyingsoincliuinan want,;.e., if it has utility. If a commodity cannot 
satisfy any want whatsoever of an individual, he will not care to spend 
money for accjuii ing it. In other words, it will have no value. Without 
utilitv, no article can become wealth. 

(2) Appropriability or Transjcrability, In order to be classed 
as wealth an article must be appropriable, that is, it must be capable of 
being made the property of somebody. That no nobody will spend 
money or do some sacrifice for the acquisition of an object which he 
cannot call Ids own, is simple commonsense. Appropriability, as sucli, 
is an essential attribute of wealth. It implies transferabilitw Only 
transferable goods can have value and can become wealth. No man 
will care to pay a price for the moon, sun and stars since they cannot be 
transferred to him. Things like air ai^d sunshine possess great utility 
and yet are not counted as wealth. They tail in the second point of 


!S If an peasvssis onl\ utility, it ib i alk-d a pood. Ifitulso possesses 

Value it IS calUil vcontmiw or uiiiltli. 

'* T he term ‘ \v. ’ is irudo to ivean different thinps bv different eco¬ 

nomic, . l-'or an inieresiine account, sec J. K. Mehta, GroiinJivark of Economics^ 
Ch. 1. 
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definition : they are supplied freely by nature to each and all and are not 
capable of being appropnated and exchanged.^® 

(3) Scarcity. No article can have value unless it is limited in 
quantity, i.e., it is scarce. Scarcity signifies the excess of demand over 
supply. If a thing is so plentiful that its supply exceeds the demand 
for it, it can be obtained without any payment; it will have no value and 
will not be classed as wealth. 


To sum up, an article can have value only ij it has utility, is scarce 
and can be appropriated. Because wealth consists oj those ^oods which 
have value, thcrejore utility, scarcity and appropriability may well be 
called attributes of wealth.^^ 

Marshall’s Conception of Wealth 

According to Marshall, wealth consists of two classes of goods : 

(1) Those material goods to which a person has private rights of 
property and which arc, therefore, transferable and exc.iaagjuble. 
These, it will be remembered, will include not only such tilings as land 
and houses, furniture and machinery, but also shares in companies, 
debentures, etc. 

(2) Those immaterial goods which belong to him, arc external 
to him and serve directly as ttic means of enabling him to acquire mate¬ 
rial goods. 'Thus it excludes all personal qualities and laeulties, even 
those wiiich enable him to earn his living ; because tiiey are internal. 
Wealth is tlius used in the sense of economic goods. 

Ityou turn to the chartgiven on page 53 above, you will find that 
only tliird and fifth classes ot goods come under wealth. 

Ruskin’s View 


Ruskin was a valiant critic of the material nature of Economics 
as w^ the case in his times. 'The material definition of wealth, namely, 
that it consists ol all the desirable things that have value, did not agree 
with him. According to him, “There is no wealth but life incluJing all 
Its powers of love, of joy and admiration”. Happiness, capacity to 
love and ability to admire things of art, were in his opinion, real wealtli. 


Let us examine Ruskin’s contention. The qualities mentioned 
by him arc certainly desirable ; hence they are goods. But since they 
have no value, though they have a high degree of utility they cannot be 
regarded as economic goods or wealth. As such, the use of the word 
uealih in the above quotation is wrong. 


lU A Hall, Elcmenis of Fulitical Economy, p. 3. 

, 11 Wealth should be disiinguiaiied from Capital and Incotne. Capital 

It that part of wcalui wixch is used tor further prouucnor.. Inco.ne is pei lodi- 
cai How from capital. “ Ihc capital oi an individual or a co.nmuniiy is an 
amount of wealth m existence at a particular momtm. 'The mco.ne of an in¬ 
dividual or a community is an umouiii of wealth obtained during a specilicd 
period. Capital is bein« constantly converted into income and income into 
capita), but capital under ah times and conditions is measured as a quantity 
while iricjinc is more properly measured as a rate. Capital is a sialic concep¬ 
tion independent of time ; incoine is a dynamic conception iiivolvintt time 
element.” 
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What Ruskin really meant was that economists should change 
their definition of wealth so as to include in it the qualities mentioned 
by him. But we cannot do this since these qualities cannot be measur¬ 
ed by the measuring-rod of economists, namely, money; and what 
cannot be thus measured, has per force to be excluded from our scope. 

However, the nature of Economics has much changed since 
Ruskin wrote. Welfare, normative concepts, ethical problems and 
other like topics are now discussed by economists. Had Ruskin been 
alive today, he would not have probably made this criticism, at least not 
so bitterly. 

Classification of Wealth 


Wealth may be classified into (i) personal wealth, (li) collective 
wealth, (m) national wealth and (lo) international wealth. 

(i) Personal or Private Wealth. Personal wealth is the wealth 
which belongs to a certain person. The above conception of wealth 
as given by Marshall is that of personal wealth: it includes those econo¬ 
mic goods which belong to him and which he can sell. Associations 
of persons, companies and clubs, etc., are usually counted as individuals 
and the wealth belonging to them as personal wealth*^. 

(ti) Collective or Communal Wealth. The wealth owned by 
Municipal Boards or State and Central Governments is known as 
collective or communal or social wealth. Public libraries, public parks, 
roads and harbours are good examples of collective wealth. Municipal 
and Government bodies represent the community and the wealth owned 
by them may be regarded as wealth collectively owned by the citizens; 
hence the name Communal or Collective Wealth. 


{Hi) A'iitional Wealth. The term national tvcalth is still wider 
and includes the following items : 


(1) Pinonal Wealth of all the members of the nation ; 

(2) Collective wealth of the nation ; 

(3) Natural advantages possessed by a country, e.g., climate 

georgaphical position and mineral resources; and 


f4) on-that trial elements like characteristics of the men\bers of 

tlu* nation, and goodwill and reputation of the country. 

Stutlents may raise an objection : How can natural advantages 
and non-material elements (in 3 and 4 above) be regarded as wealth, 
since the\ cannot be bought and sold I'his objection is plausible, 
but it can be met by suggesting that the term wealth is used liere in a 
broad sense. 


{iv) Coimopolitan or International Wealth. Cosmopolitan 
wealth includes the wealth belonging to all the nations of the world 
plus wealth shared by all of them in common, as for example, oceans, 
scientific knowledge, mechanical inventions, etc. 


fiefiative 
arrive at 


1 he debts wliich an indivij 
wealth and they must be 
hi» true net wealth. 


u.il nwes to ni|)crs may bo rci^arded as his 
subtracted from his ^ross pusscssions to 
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The following diagram illustrates the above classification of wealths 



(Note : National wealth includes individual wealth and col¬ 
lective wealth). 

Some Examples 

Personal Skill. Personal skill should or should not be regarded 
as wealth, is a question which very often confuses students. Let us 
take the case of a surgeon’s skill and decide whether it should be 
counted as wealth of the surgeon or not. Now, this skill is not transjer- 

although the service which it can render is, of course, transferable. 
Hence this personal skill ts not w alth, thougli the service it gives rise 
to is wealth. Everybody attaches great value to sunshine; l)ut still 
Sunshine does not possess value in an economic sense—it cannot be 
bought and sold, and consequentlv it is not called wealth. The same 
reasoning applies to personal skill. 

But the surgeon himself attaches high value to it, and may, in 
fact, guard against its loss by insuring his hands or eye-sight. Such skill 
is, therefore, regarded by some economists as ftrsonat wealth. But, 
strictly speaking, ibis reasoning is fallacious. 

Similar reasoning applies to the skill of an engineer, the melodi¬ 
ous voice of s songstress, the strength of a wrestler anti the nimble 
fingers of ar embroidery worker. 

(6) Natural risources oj a country are not personal wealth; but 
they arc included in the natural wealth of the country concerned. We 
have explained this point above. 

(c) B.A. Degret. This has utility, and it is also scarce. But 
it is not transferable. If an individual purchases the B. A. degree of 
another individual, he will not become a graduate himself. 

(d) Copyright. If an author writes a book, lie acquires copy¬ 
right in if, I.C., he gets sole right to print its copies. I'his right has 
utility, is scarce and can be sold away. Hence it is wealth. 

13 “ 'J ht tcTjii ‘ Personal Wealth * has been applied to distinguish this 
but althouf'h clearly a point to be noted, yet the use ol the word wculih with¬ 
out an adjective to qualify it is generally held to include only those things ex¬ 
ternal to the individual and to cxcluue his personal energies and abilities.”— 
Hall, Elements nf Political Economy. 


INTRODUCTION TO ECONOMIC PRINCIPLES 



INTERMEDIATE QUESTIONS 


1. What is wealth? Examine its characteristics. What is meant by 
the statement that wealth consists of goods which possess ezchance value ? 
(Andhra, I. A., 1950). 

2. Dstinguish between individual and national wealth, giving illus* 
trations. How will you treat private and public debts in their groups ? (An¬ 
dhra, I. A., 195'»). 

3. Write a note on utility and value. (Bombay, I. Cora., 1940). 

4. Are the following wealth or not: (0 Love of a mother for her child, 

(«) Good health, («) Money, (it») The Indus, (t) Goodwill of a business, (t-ii) 
Air, (vn) Professional services ? Give reasons for your answer. (Karachi, 
I. A., 19^2). 


5. Define wealth. Explain with reasons if the following 
not: (a) Copyright of a book, (6) B.A. degree, (c) Voice of a 
Indian Ocean. (Madhya Bharat, 1. A., 1953). 


are wealth or 
singer, (d) the 


? Give examples of the different kinds of wealth. 

(Osmama, I. A., 1952). 


7. Distinguish between wealth and utility. Illustrate your answer. 
(Osmama, I. A., 1951). 

8. What are the fundamental characteristics of wealth ? What is mc.int 
by the statement that wealth consists of goods which possess cxchancc value ? 
<Osnnnia, L Com., 1^)52). 

Define wealth. What docs an individual’s wealth consist in ? Will 
you include a inan s skill or his sense of duty in the list of his wealth Give 
reasons. (Punjab, I. A.. 1944). 

1 What do you mean by wealth ? Describe the qualities which a 
thing mast have to be called wealth. (Patna, I. A., 1951). 


CHAPTER 9 

DEVELOPMENT OF ECONOMIC ACITIVITIES 

Wants—efforts—satisfaction—this is the circle of Political Economy.— 
Bastiat^ 

We shall now study the various ways in which men, from earliest 
times to the present, have been earning their living. In other words, 
we shall discuss the development of economic life. 

§ L DEVELOPMENT OF ECONOMIC LIFE 

Since his earliest abode on this planet, man has made tremendous 
progress. This development has taken place in all walks of life—social, 
political, economic, ethical and others. Here we are concerned with 
the economic development only. Economic progress of human beings 
has, indeed, been remarkable. The original man used to remain naked, 
sometimes covering his person w'ith bark and leaves of trees or skins 
of animals j and to eat wild fruits and desh of animals. The average 
man of today is a completely changed being ; his wants have multip¬ 
lied and the satisfaction of tl^cse wants has become an extremely com- 
licated process. He keeps his body covered with cloth from Manches¬ 
ter and silk from Tokyo j cats Chinese soya beans and Mediterranean 
oranges j and drinks American syrups and French champagne. The 
economic progress of humanity has been profound. 

Confusion oi Thought 

Confusion of thought and indefiniteness arc sometimes allowed 
to creep in outlining the development of economic lif<^* Some 
economists discuss here the evolution of economic activities, while 
others outline the occupational stages through which society lias passed. 
Some writers completely ignore the economic aspect of development of 
the entire social organization. Quite often the differences between 
them are not clearly comprehended nor is the relationship existing bet¬ 
ween them established. 

Our View 

In our opinion development of economic life can be studied from 
the following three points of view : 

(1) Development oj Econotnic Activities. Here we show that 

economic activities which were formerly very direct and 
easy have now become very indirect and complex. 

(2) Occupational Development. Here we explain how the 

relative importance of different occupations has under¬ 
gone a change as economic progress has been made. 

(3) Development oj Economy. As society made economic pro¬ 

gress, her economic organization also underwent changes. 
The historical order of these economies is as under : 
Feudalism, Capitalism anf Socialism. 



to 


INTRODUCTION TO ECONOMIC PRINCIPLES 


Diijerences in These Vieropoints. (1) In our study of the deve¬ 
lopment oj economic activities we assume the point of view of an indi¬ 
vidual, and explain the various changes that have taken place in the 
activities that he does to satisfy his wants. (2) In our study of 
occupational development, we take a somewhat wider point of view, 
because here we try to understand from the social point of view how 
the relative importance of different occupations has undergone a change. 
(3) In our study of the development of economic system, we adopt 
a still wider point of view, because here we take into account the whole 
of the economic organization of society and trace its historical evolution. 

2. DEVELOPMENT OF ECONOMIC ACTIVITIES 

The feeling of wants which press for satisfaction leads man to 
make economic efforts. These efforts result in the satisfaction of 
his wants, directly or indirectly. Wants, efforts and satisfaction— 
these are, then, the important links in the chain of economic activities. 
The relation between wants, efforts and satisfaction was direct, simple 
and uninterrupted during the infancy of society. The economic chain 
then had only these three links and no more. But the progress of 
society has lengthened the process of satisfaction of wants, and at the 
present time many more links have been added to the economic chain. 

1. The Stage of Direct Efforts 

In the earliest stage of history, the relationship between wants, 
efforts and satisfaction was very intimate and direct. As soon as a 
want was felt, effort was made to satisfy it, and the satisfaction was 
obtained. When the savage felt hungn,', he plucked some wild fruits, 
and ate them up. If he wanted a shelter, he collected twigs of trees, 
and prepared a crude shelter. This was the first stage of economic 
life and is called the Stage oJ Direct EJjorts. In all the subsequent 
stages, the relationship between wants, efforts and satisfaction became 
indirect. The following diagram illustrates the essentials of the 
first stage ; 


STAGE I 

U'ants — Ejjorts — Satisjaction 
2. The Stage of Indirect Efforts 

In the tirst stage of direct efforts, each man himself produced 
everything lie wanted for his o\\ n consumption. This he could 
afford to do in the earlier days when wants were very few and simple 
and could be easily satisfied. With economic progress, however, wants 
multiplieii and became coniplc.s. i\Ian now discovered that he 
could not himself produce all the articles of his consumption efficiently. 
He could satisfy more wants if he (f) produced only one or a small 
number of articles which he could prepare most efficiently; and (iV) 
exchange whatever he produced (keeping with him so much as he requir¬ 
ed for his own use) with other things he required. 

He was thus compelled, for reasons of advantage, to lengthen 
the chain of economic activities. \Vhcnc\er the want tor a particular 
thing was felt, ellort was made to produce the articles for which the 
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person concerned had special proficiency ; and then the articles pro¬ 
duced were exchanged for the objects of his desire. Thus exchange 
intervened between ejjorts and satisjaction ; in other words, a gulf was 
created between efforts and satisfaction which was bridged over by 
exchange. The relation between wants, efforts and satisfaction thus 
became indirect, as is shown below : 

STAGE II 

Exchange 

Wants - Ejjorts Satisjaction 

3. The Stage of Industrial Grouping 

As human knowledge increased, people began to realize that 
they could increase their output still more and satisfy still more wants 
if. instead of working individually, they worked jointly in groups. In 
other words, they began to appreciate the advantages of co-operation 
and association, which they soon put into practice. 

An example w’ill make the new improvement effected under this 
stage clear. Suppose a man w’ants a chair. In the first stage of direct 
efforts, he will prepare it himself. In the second stage of indirect 
efforts, it will be prepared by the carpenter ; and the man, who wants 
it, will get it from him in exchange tor some other thing, say, cloth, 
W’hich he (the consumer) has produced. In the third stage of indus¬ 
trial grouping, the chair will be prepared not by one man but by a 
number of men working in a group. “^Ihus one man may fell trees ; 
another may bring them to the place of work; a third may cut them into 
planks ; a fourth may make a chair out of the planks ; and a fifth may 
varnish it and give it the finishing touch. Five persons working jointly 
prepare the chair. 

The above example of the preparation of chair in the third stage 
raises an important question : When five persons prepare a chair, to whom 
does it belong ? Naturally, it belongs to all of them. And whatever 
they gel by bartering it, is distributed among them equitably. The 
share of each individual enables him to satisfy his own wants. 

In the third stage, then, the feeling of wants leads to efforts 
which arc combined and joint. Combined efforts bring the satis¬ 
faction of the group through exchange. The individual member of 
the group obtains satisfaction through the distribution of the earning 
of the group. The following diagram makes it clear. 


STAGE III 

Exchange Dutribution 

Wants 
of an 
indivi¬ 
dual. 


— Eljorts 
as a mem¬ 
ber of a 
group. 


Satisfaction 
of wants 
of group. 


Satisjaction 
of wants of 
individual 
members. 
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4. The Stage of the Use of Money 

Hitherto exchange took the form of barter. Articles were 
exchanged for articles ; money had not yet come into use. But the 
barter system had several difficulties, to solve which money was intro¬ 
duced. 

The introduction of money all the more lengthened the chain 
of wants, efforts and satisfaction. Whatever was produced under 
co-operative production, began to be sold for money and the group 
now obtained a certain money income., The income of the group began 
to be distributed among the individuals composing the group, thus 
resulting in the obtainment of individual’s incomes. With this income 
each individual could purchase the article or articles he required and 
obtain satisfaction. This is the present stage of economic evolution and 
is illustrated below : 


STAGE IV 


Wants- 
of an in¬ 
dividual. 


Exchange Distribution Exchange 


— Efjorts 
as a mem¬ 
ber of a 
group. 


Income 
of a 
group. 
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Income 
of an in¬ 
dividual. 


Satisfaction 
of wants of 
an indivi¬ 
dual. 


INTERMEDIATE QUESTIONS 

1. How arc economic wants satisfied ? (Sagar, I. Com., 1952) 

2. “ Wants. .Efforts. .Satisfaction. This is the circle of Economics.*’ 
Bastiat). Give yovir opinion on this statement. (Raj., I. A., 

3. Write a short account of the evolution of economic life. (Delhi, 
Higher Secondary, 1955). 


CHAPTER 10 

OCCUPATIONAL DEVELOPMENT OF SOCIETY 

The above is the history of economic activities of the individual 
Now we shall describe the various stages through which the economic 
organization of society has passed since the earliest times. They are : 
(i) the hunting and fishing stage ; (ii) the pastoral stage ; (iu) the agri¬ 
cultural stage ; (it») the handicrafts or commercial stage ; and the 
industrial stage. ^ 

1. The Hunting and Fishing Stage 

In early times, men used to support their lives by hunting and 
fishing. In this stage the wants of human beings were very limited 
and could be easily satisfied. For instance, when a man felt hungry 
he just plucked some wild fruits and leaves or went a-fishing. If he 
wanted something to cover his person, he made use of barks of trees 
or skins of animals. If he wanted a shelter, a cave or a dense tree 
served the purpose. Man depended for the satisfaction of his wants on 
what he found ; he did not make anything. Wants were few and simple 
and they were satisfied in simple ways. 

Of all the wants, that for food was the most difficult to be satisfied 
ond shaped the economic life as a whole. The plucking of fruits and 
plants was an easy task, but when it was necessary to kill animals with 
rough instruments, much exertion and skill were required. There 
were, then, times when fruits and plants did not grow due to famine or 
some other reason, and animals became scarce due to fatal diseases or 
due to their fight in large numbers when being chased by hunters, 
^en animals moved to some new tract, men had to follow them! 
Population was, therefore, migratory and sparse. On an average a man 
required 70 to 80 sq. miles of land to maintain himself. Very often 
fresh tract would be obtained only by dispossessing others ; and this 
would necessitate wars which were common in those days. The vanquish¬ 
ed were killed and their flesh was eaten by the conquered with plea- 
sure. Prisoners could not be allowed to live since they could not be 
easily fed. Hence cannibalism, i.e., the practice of eating human flesh 
was prevalent. It should, however, be noted that fishing tribes were 
more peaceful than hunting tribes. They did not move from place to 
place very frequently for fish increase in number so rapidly that they 
remain plentiful in spite of being caught. The population was there¬ 
fore, dense and fixed. ' 

The principle of private property had not yet made its appearance, 
property is meant the ownership of property by private 
individuals in the hunting and fishing stage, nobody possessed any¬ 
thing ; whatever was required was no sooner obtained than it was 

consumed. Each individual was self-sufficient, and exchange had not 
yet originated. ^ 

2. The Pastoral or Nomadic Stage 

The next stage of economic evolution is known as the pastoral 
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for looking after animals and for other rough work. The system of 
slavery had its origin in these days. 

The greater stability and increase in the food supply and the 
practice of keeping slaves resulted in some leisure which men utilised 
in doing finer and better things. Instruments and implements began 
^ be made, and better houses began to be constructed. Economic 
progress had its beginning in these conditions. 

Private property also made its appearance now. Animals were 
owned personally and were given personal supervision. But private 
property was not yet extended to land, bclf-suificiency continued to 
be the keynote of economic life and exchange did not yet appear. 

The Agricultural Stage 

So far man’s existence was precarious, and he was on the look 
out of a dependable source of food supply. An increase in his know- 
i«dge and his growing control over Nature led him to hit upon agricul¬ 
ture or the tillage of soil as a solution. T his was the next stage in the 
Economic evolution of society. 

The cultivation of land required people to live in fixed abodes 

at a particular place. The migratory character of population wa^ 
soeakened. Moreover, people began to live together as far as possible 
with a view to ensure safety; while increase in production could support 
dense population. These facts gave rise to corporate living, to hamlets 

^nd villages. 

, Man had hitherto controlled only anirnate nature ; now he 
began to control even inanimate nature. His productive capacity 
•ncreased, life became stable and he began to have more leisure. Ideal 
conditions for economic progress were thus created. 

Slaves were very helpful in agricultural organisation for all the 
^ough, heavy and exhaustive work could be thrown upon them. i Ae 
of slavery was, therefore, strengthened in this stage. So 
^stem of private property. Land became a very useful thing and was 
«nnd limited in supply ; the principle of private property was readily 

extended to it. 

Warfare continued even in this stage. Whenever crops fai ed 
animals died, or when more land or more slaves were needed, clan 
conflicts took place. Self-sulliciency and absence of commerce still 
largely remained the characteristics of economic lire. 

The Handicrafts Stage . 

With the passage of time, man’s knowledge and the leisure at his 
f »P08aI increaLd and h. began /o rmaf///up like knives 

boau, etc. The number of occupations increased ; and men began to 
specialize in certain occupations. 

others blacksmiths, and still others agr.cultunsU boc.cty was tl us 
«Plit up into a larcc number of occupations. The manufacturing 
occupations were known as handicrafts because most of the work was 
<lone by hand. Hence the name the Handicrafts Stage, 

Specialization brought exchange on the stage. When men began 
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to Specialize in one particular occupation, they produced only one or 
a few things, and it was necessary for them to exchange their surplus 
produce for other articles which they needed. Exchange or commerce 
became a necessary economic phenomenon and the trader was born. 

In the beginning one article was exchanged for another article. 
In other words, exchange took the shape of barter.^ But barter haa 
several difficulties like the need of double coincidence of wants, absence 
of a measure of value, and others, which shall be discussed in detail 
under Exchange. These difficulties led to the invention of money, 
after tvhich exchange took the shape of purchase and sale. 

The first articles manufactured by men must have been weapons 
to kill animals and to fight. Later on useful articles like utensils, cloth, 
etc., would have been prepared. These things began to find markets 
slowly and gradually. As markets increased, merchants began to give 
raw materials to village artisans and get the articles prepared from them 
to order. The system is known as domestic system of industry and 
prevailed before the modern factory system. 

3. The Industrial Stage 

The pace of economic progress, however, continued ; and 
inventive genius of the human race brought machinery on the stage. 
The invention and use of machinery led to such a remarkable change 
in the economic conditions of society that an era of ‘ Industrial Revolu¬ 
tion’ was said to have set in. The Industrial Revolution first came in 
England and covered a century, from 1750 to 1850 roughly. From 
England it found its way to the other countries of the world. The 
machinery wliich were newly invented ^^cre costly and complicated and 
were driven liy power, as for c.xample, water, steam and electricity. It 
is this stage to which the society has reached today. So important is 
the part played by power—water, steam and electricity—in modern 
times that the present age is known as the Age of Power.* 

The introduction of machinery resulted in very fundamental 
and far-reaching changes. Powerful and costly machinery have 
necessitated ilie working togetlier of hundreds and thousands of workers 
under one roof. Machinery have increased outnut tremendously and 
have lowend the cost per unit thus driving the handicrafts out of the 
lield. Big factories are to be seen e\ erywhcre these days. Big facto¬ 
ries naturally lead to big towns. A factory is set up at a particular place 
usually because the latter has wuious industrial advantages like the 
availability of raw materials, labour, capital, etc. The establishment 

1 Exchange of article for article is known as barter ; cxchanoe of an arti¬ 
cle for nioncy, sale ; and exchange of money for an article, putchase. 

2 \Vc are not only usinc steam power and electricity but also water power 
f.ir more efficiently than ever before chiefly to yener.itc electricity. Perhaps 
wirio power alone is used less than formerly, and we shall doubtless find wavs 

to store up the force of the xMnd in the shape of electricitv, too We arc usiiiir 

the direct rays of the sun and the force of tides.and proposals have been made 
to use the earth s mternal heat. For this reason our modern economic stage 

IS often called the age of pouer. -D. G. Bhatnngar, Outlines of Economics, 
pp* 36-J /. 
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of factory brings into prominence the industrial advantages of that 
place and other industries are also attracted thereto. After some time 
it grows into a big industrial centre. Many a silent hamlet has thus 
been converted into busy industrial cities ; and big jactorics and big 
cities have become the most prominent features of the modern society. 

The introduction of costly machinery and the establishment 
of big factories have created a split in society. The society has nozo been 
divided into those who own such costly things, called capitalists ; and 
those who do not possess them and simply work in the factories for wages, 
called labourers. Capitalists and labourers are generally at daggers 
drawn. Labourers feel that it is they who work and produce things. 
But still they arc given only a few annas daily while very large profits 
are pocketed by capitalists. As a matter of fact, these profits should be 
given to them because it is their labour which creates them. Capita¬ 
lists, on the other hand, feel that they invest enormous capital in facto¬ 
ries and it is only natural that they should get substantial reward there¬ 
for. This conflict often leads to “strikes” and “lockouts”^ which are 
unwelcome interruptions in the otherwise smooth running of the 
economic mechanism. 

Machinery has enabled man to control Nature and to harness 
her resources for productive purposes. Production has, therefore, 
increased enormously. It has been associated with a corresponding 
increase in trade and commerce which have become international. 
Trade is carried on with the help of certain auxiliaries like transport, 
banking and financial systems, all of which have been largely improved. 
Money economy has been replaced by credit economy to give sufficient 
scope for modern economic activities. In the modern indus¬ 
trial stage, manufacturing industries occupy a central place, trade and 
commerce are considered to be their auxiliaries, while agriculture is 
given a minor position, though the importance of agriculture has been 
increasing since the Second Great War.* 

INTERMEDIATE QUESTIONS 

1. Write a short note on “ Agricultural Stage." (U. P., I. A., 1953). 

2. Describe the various stages of the evolution of economic life from 

to the present day, and discuss the chief features of each stage. 

3. Why is the population in Pastoral Stage denser than in Housing 
Stage and less dense than in Agricultural Stage ? (Raj., I, Corn., 1945). 

4. Outline the main stages of economic development and give the cha¬ 
racteristics of each. (Punjab, I. Com., 1952). 

4. Write a short account of the evolution of economic life. (Delih 
Higher Secondary, 1955). 


3 When labourers refuse to work, a " strike " is said to have taken place- 
but when factory-owners close down the factories and refuse to give v^oIk to 
labourers^ it is said to be a ** lock*out/' 

4 For a detailed discussion, sec my Economic and Con.merci-A Ehum, 



CHAPTER 11 

DEVELOPMENT OF ECONOMIC SYSTEMS 

We have discussed in the preceding sections the changes in the 
nature of economic activities that have taken place thus far as also the 
changes that have taken place in the nature of occupational structure 
of a society. Now we will discuss the organization and nature of the 
entire economy. 


§ 1. MEANING AND TYPES OF ECONOMIC SYSTEM 

Meaning of Economy 

By economy is meant the whole of economic life and its instim- 
tions. Agriculture, industries, transport, commerce, banking, in¬ 
surance, marketing, pricing, distribution, economic policy of the state, 
standard of living, etc., are all included in the economy of a country. 
Economic lijc and Us economic institutions are called Economy. 

Types of Economy or Economic Systems 

The economy of a country can be organized in several ways. 
A country adopts one or the other form of economic organization ac¬ 
cording to its economic conditions and the culture and ideas of her 
inhabitants. The difjerent toays oj organizing the cconoiny of a country 
arc called ccotiomic systems. Economic systems are of live types . 

(u) Feudalism, 

(/») Capitalism, 

(c) Socialism, 

(d) Communism, and 

(e) Mixed Economy. 


s 2. DESCRIPTION OF ECONOMIC SYSTEM 

(a) Feudalism • • , i • 

Feudalism is that system in which the society is ‘“‘o 

feudal lutds and serfs. Its object .s to make 

prosperous. Serfs do hard work and contribute to the wealth an^d 

happiness of aristocrats. In such a system output .s f P[° 

ducuon .s carried on by simple methods. Because ‘he populauon 
lieing small, noblemen can lead lu.vur.ous lues even with bm.ted pro¬ 
duction In fact, free c.xpenditure on consumption is supposed to be 
a matte; of Jignhy and to^ be heavily indebte^, a sign ot aristocracy 

Thus the emphasis is on consumption, and not on savings which can 
be used for improving and extending agriculture, industries, etc. Natuy 
ally under these conditions economic progress is little. I roin this dis¬ 
cussion, llie following outstanding teatures ol teudahsm become clear ; 

(1) The society is divided into feudal lords and serfs ; 

(2) Its object is to maximize the prosperity of feudal lords ; 
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(3) The emphasis is on consumption, and not on savipg or 

capital formation ; and 

(4) The output is small and economic progress limited. 

Feudalism was in existence in the earlier stages of the formation 
of society. Its existence is possible only when population is limited 
and common men do not have an awakened sense of self-respect and 
progress. In modern times it is not so, and consequently feudalism 
is now an out-of-date notion. The object of society should be to 
improve the standard of living of all persons and to make their life 
happy ; it is clearly very unjust to make feudal lords rich and serfs poor. 
Feudalism came to an end after a brief existence. When population 
increased in course of time, production did not increase along with it; 
and it was replaced by another system which had remarkable capacity 
for increasing output. This system is called Capitalism. 

(b) Capitalism 

Capitalism is a system of social organization in which society is 
divided into those who possess the means of production and those who 
are without it. The owners of the means of production arc known as 
capitalists ; and those who do not own capital but possess only labour 
power, are called labourers. Labourers or workers sell their labour 
power to capitalists at a certain wage. Capitalists enjoy the right of 
private property, i.e., they have a right of calling certain property as 
their own, and the State protects that right. Whatever profits are 
earned bv capitalists, belong to them. The State allows them to pur- 
chase, own and use means of production as they like. Capitalists and 
labourers are both free to compete with each other. They can higgle 
and bargain about the wage level or working conditions or any other 
thing. Capitalists arc free to produce or not to produce, to engage a 
particular labourer or to dismiss him. Similarly, workers arc free to 
work in the factory of a capitalist or refuse to work at a higher or a lower 
wage. This freedom is called Economic Freedom. CapiLilists arc 
actuated only by profit motive. The chief characteristics of Capitalism 

are, therefore, as follows :— 

(t) Division of society into capitalists and labourers; 

(«Y) Monopoly of the ownership of means of production by 
capitalists ; 

(Hi) Freedom to workers to sell their labour power ; 

(it») Freedom to own private property ; and 
(v) Freedom to compete. 

Capitalism came into existence in the wake of the Industrial 
Revolution, i.e., in the middle of the 18th century. It succeeded in 
increasing the productive capacity of the society enormously. But 
since it allowed powerful capitalists to engage weak labourers, tlic 
former began to give very low wages to workers and to retain for their 
ow’n use a part of the wealth produced by workers. This is called 
Exploitation. Exploitation has resulted in the poverty of the majority 
of the people in the various countries of the world. Therefore, 
many persons now want the society to be organized on some other basis. 
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(c) Socialism 

Socialism is these days offered as an alternative basis of social 
organization. Socialism aims at giving to everybody equal oppor¬ 
tunities of making progress, i.e., equal opportunities to grow, or get 
educated and trained according to one’s bent of mind and to develop 
one’s abilities generally. After that, everybody will be offered an 
appropriate job and there will be no unemployment. The socialistic 
Government will not allow private property and competition. In other 
words, all the factories, farms and shops, etc., will be nationalized Md 
will be owned and managed by the Government. Every able-bodied 
person will have to work in a Government concern where he will get 
the reward rightly due to him. This, in brief, is the picture of a socialis¬ 
tic societv. The chief features of Socialism, therefore, are as follows : 

1. Equality of opportunity; 

2. Abolition of private property and competition ; and 

3. Fair reward, i.e., justice in distribution. 

(d) Communism 

We hear much of Communism these days, particularly because 
of Russia which has already adopted Communism and has made rapid 
economic progress under this system. But Communism is a parti¬ 
cular variety of Socialism. Communists have been rightly styled as 
“socialists in a hurry”. In other words, they are socialists of extremist 
variety. Their differences from socialists are, in many cases, of 
degree or details only. For instance, socialists advocate the grant¬ 
ing of compensation to the capitalists whose properties are nationa¬ 
lised ; but communists are not in favour of giving any such compen¬ 
sation. Again, socialists intend to establish a socialist government by 
appealing to voters, so tliat the socialist party is given the control of 
the government machinery by the public itself. Communists, on the 
other hand, believe in organizing military strength and capturing 
Government machinery by force. It will be seen, therefore, that 
there is mucli in common between Socialism and Communism. 

(e) Mixed Economy 

Most of the thinkers in the world have now come to believe 
that Capitalism is not a well thought out system of social organization. 
It can *\ork successfullv only to a certain extent, after which many 
diniculties arise making'its working difficult or even impossible. But 
manv thinkers do not like to discard Capitalism altogether. They 
want to cure Capitalism of its evils by adopting socialistic remedies. In 
other words, they want to alter the complexion of a capitalistic economy 
only when necessary and that too slowly and cautiously bring it nearer to 
Socialism. The economy that is thus established is neither wholly 
capitalistic nor wholly socialistic- it is a mixture of both. That is why 
it is called a Mixed Economy. The most prominent feature of a 
Mixed Economy is that its productive organization is divided into two 

sectors_private and public. Private Sector is the area of operation 

of private entrepreneurs. Public sector is the area of Government 

enterprise. 
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Which is the Best System 

It is impossible to say off-hand which of these systems is best. 
This is, in fact, the most important controversy of the present-day 
world. We, on our part, feel that such a discussion is mostly acade¬ 
mic ; and the appropriateness of one system or the other must be 
determined with reference to the stage of economic progress that a 
society has attained. However, there is a distinct tendency these 
days to move towards Socialism, fully or partly. 

INTERMEDIATE QUESTIONS 

1. Describe the characteristics of diff erent stages of economic progress. 
What are the tests of economic development as shown by the progress irom one 
stage to the other ? (Punjab, inter., 1V.'>4). 

2. Analyse carefully the mam features of competitive economy. (Pun¬ 
jab, Inter., Iy52). 

3. Distinguish between economics and economic systems. Give the 
main features of any economic system with which you ma> be faimiiar. (Pun¬ 
jab, Inter., 194y). 

4. Why is the present economic system called capitalist system ? What 
are its basic defects ? (Delhi, Higher Secondary, 193i). 

5. State the essential features of the capitalistic system of production. 
What are the defects of capitalism r (Delhi, H. S., 195.:). 

6. Write a careful note on the important characteristics of the present 
economic order. (Delhi, Qualifying, 1953). 

7. Why is the present economic order called the capitalist system ? 
How do you distinguish it from the feudal system ? (Delhi, Qualifying, 1952). 
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CHAPTER 12 


MEANING AND IMPORTANCE OF CONSUMPTION 

The const mption of wealth is, in its only important form, a phenomenon 
which cannot be sepaiated from the production of wialth.— Cherbuhez. 

§ 1. MEANING OF CONSUMPTION 

Definition of Consumption f 

(0 Use of Wealth for the Satisfaction of Wants. Humm beings 
feel numerous wants which press for satisfaction with varying intensity. 
Some wants are primary and, therefore, very urgent, like the w'ant for 
food, clothes and shelter ; while there are other wants which are not so 
urgent, as for example, the want for joyrides and costly dresses. 
Whatever the nature of w’ants, they come up for satisfaction, sooner or 
later. Men satisfy these wants by the use of wealth. When they are 
hungry, they appease their hunger by taking food ; when thirsty, 
they quench their thirst by drinking water or orange syrup, fhe 
application of wealth for the satisfaction of wants is known as consumption. 

{it) Direct Use of Wealth. Wealth, it may be emphasised, may 
he applied for the satisfaction of wants directly or indirectly. If you 
are thirsty cirid drink a glass of water, or if you are hungry and take a 
few biscuits, you satisfy your wants directly; the application of w’ealth 
in tlicse cases will be called consumption. But when you sow seeds in 
the field and burn coal in the factory, wealth is used for the satisfaction 
of wants only ultimately ; immediately it is applied for the production 
of agricultural stuffs and manufactured articles. In such cases, then, 
the commodities used lead to the satisfaction of wants only indirectly. 
Such in^lirect use of wealth for the satisfaction of wants is known as 
production, and not consumption. 

Di funiion. Nr w we can define consumption as follows : The applica¬ 
tion of wealth for the direct satisfaction of teants is known as consumption. 

Another Definition 

A pertinent question may he asked at this stage ; What hap¬ 
pens to an article when it is consumed ? W hen you cat a biscuit, what 
happens to it ? A layman may probably say that it. is destroyed. But 
scientists tell us that matter is indestructible ; hence the above answer 
is not correct. When we eat a biscuit, it is not destroyed hvt is simply 
convert d into blood and foreign matter—it is disarranged and loses 
its utility as a biscuit. It is the utility of the biscuit wliich is destroyed 
and not the biscuit itself. We can, therefore, define consumption as 
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the dtstruction of uiililies for the direct satisfaction of human wards^ 
(The reader must not make the wrong statement that consumption 
means the destruction of matter; it refers to the destruction of utility.^ 

Marshall regards consumption as negative production. Just 
as the production of material products, says he, is really nothing more 
than a rearrangement of matter which gives it new utilities so the 
consumption of them is nothing more than a disarragemcnt of matter,, 
which lessens or destroys its utilities.^ 

Some Examples 

From the above definition it is clear that the scope of the term' 
“consumption” is fairly wide. The actual eating of a thing is, of course, 
consumption ; but the wearing of clothes, the riding of a horse, the 
reading of books, the witing on a piece of paper, the ringing o a 
bell, are also acts of consumption, since utility is destroyed or 
lessened in each of these cases. Very often when a man is said to con¬ 
sume things he does nothing more than to hold them for his use, while, 
as Senior says, they arc destroyed by those numerous gradual agents 
which we call collectively time.^ Pictures and curtains may thus be 
consumed by the passage or effluxion of time, even without being 
touched by their consumers. 

Everyday Meaning of the Term ‘Consumption’ * 

The word “consumption” is a word of daily usage and conveys 
several senses. In ordinary talk, "consumption" is sometimes used in 
the narrow sense of eating ; and at others, in the wider sense of des¬ 
truction. Again, in the science of medicine, consumption is another 
n^me for tuberculosis. The sense in which this term is used in Econo¬ 
mics is easily distinguishable from its foregoing meanings. Consump¬ 
tion, in the economic sense, is much witlcr than mere eating. It also 
differs from destruction in a basic sense. When an article is ‘destroyed 
it does not satisfy a want ; while ‘consumption’ always involves the 
satisfaction of some want or the other. If a coat is ‘destroyed’ by fire, 
it does not satisfy human want during the course of its destruction ; 
but if it is ‘consumed’ by constant wearing, it satisfies a vital human 
want for clothing. Moreover, the expression ‘destruction of goods’ 
is open to objection inasmuch as matter cannot he destroyed, but the 
term ‘consumption’ has no such drawback. Finally, consumption in 
economic sense has nothing to do with tuberculosis. 

Consumption as a Division of Economics 

We have explained above the act of consumption in the econo¬ 
mic sense. Consumption is also a department of Economics, and should 
be distinguished from the act of consumption. In the department of 
Economics known as Consumption, we study wants, their origin and 

1 Men do not consume matter, but only utili;:e it ; that is to say» the 
amount of matter present in the world is not diminished by the act of cor^sump- 
tion, but sorr*c of it is no lan^?e^ capable of satisfying a particular want.— 
Moreland, An Introduction of Economics^ p. 20, 

2 Marshall, Principles of Econcmicsr 
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satisfaction, the laws governing their satisfaction, etc. The department 
of Consumption centres round the act of consumption. 


Kinds of Consumption 

(2) Slow and Quick Consumption. The act of consumpUon 
may be slow or quick. When you drink a glass of water, the act ot 
consumption comes to a speedy end, and is quick. But when you 
purchase a new shirt, you wear ijt for months together before its 
is completely destroyed. The extraction of satisfaction out of a shirt 
is diffused over a long time. The act of consumption in this case is 

continued and slow. 

Articles subject to quick consumption are known as perishable 
soods. Water, mangoes, apples, fish and such other articles are 
perishable goods. Their utility is destroyed in the very hrst act ot 
their consumption. Articles subject to slow consumption are Itno^n 
as durable goods. The house, the typewriting machine, the book, 
the electric bulb, are all durable goods. They yield repeated 
satisfaction. 


(2) Productive and Final Co7isutnptio7i. Some older econo¬ 
mists divided consumption into productive consumption and final 
consumption. The application of goods for the creation ot utilities 
{i.e., for production) is called by them productive co 7 isu 77 tpiion. rro- 
duclive coiisuftiptioP in this sense leads to indirect satisfaction ot wants. 
The appliciition of wealth for the direct satisfaction of wants is called 
by Xheiwjuial consutription. If some bricks arc used in the construction 
of a factory meant for producing certain articles, their consumption 
will be called productive consumption. But if they are used in the 
construction ot a residential house, their consumption will be final con¬ 
sumption. 

Modern economists have, however, given up the use of thpe 
two terms. Thev define the term consumption in the sense in which 
we have defined it, namely, tlie application of wealth for the direct 
satisfaction of wants. The so-called productive consumption, i.t., 
the application of wealth for indirect satisfaction of wants, is in their 
opinion, not consumption at all ; strictly speaking, it is Production. 
Consumption is a term which is now restricted to the so-called hnal 
ciinsumption.^ 


2. IMPORTANCR OF COSSCMPTION 



Consumption is a New Subject 

; Consumption as a separate subject was born only a few decades 
ago. K.ulv economists did not study consumption and rarely made 
it a dej^artment of Hconomics. Ricardo, ISlill and other old economi^ 
centred tl)eir attention on production which, in their opinion^ was the 
most important department of Economics, and neglected consumption 

3 Tlure is also what RivJel c.ills ‘ iii\tnatcria 1 consumption ’ as when a 
utility disappyars cither because the want itsclt to which it ministers disappears 
or because the views have changed as to nteans to be employed toward its satis- 
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which they thought was the concern of private individuals.^ It was 
left to Marshall to detect this mistake of omission on the part of his 
predecessors and to lay emphasis on the importance and utility of the 
study of consumption , so much so that it is now regarded as the key¬ 
note of Economics. 

Earlier economists neglected the study of consumption not 
merely because they did not want to write anything on it but because 
they could not do so for two very pertinent reasons. Firstly, their 
study of wants and the allied topics was not thorough and they could 
not, therefore, make a full study of consumption. Secondly, the rela¬ 
tionship between the consumption of wealth and welfare was not mucli 
appreciated in the days gone by, and under such circumstances con¬ 
sumption could not come to the forefront. As time rolled on, the scien¬ 
tific study of such psychological phenomena as wants and satisfaction 
began to be made, and the relationship of welfare with consumption 
became prominent, while the growth of liumanitarian spirit led to a 
comprehensive and penetrating inquiry into the causes of welfare. 
The result was that consumption began to be studied. And today 
it is considered to be the most important department of l!.conomic3. 
Indeed, some economists seriously think tl^at consumption has been 
given a disproportionately large importance. 

Importance of Consumption in Economics 

Consumption now occupies a very important place in the science 
of Economics. It is, in fact, the beginning and end of Economics. 
Human beings undertake economic activities merely because tlicy liave 
wants which call for satisfaction. It is the existence ot wants and 
need of their satisfaction whicli lead to economic efforts. Human 
wants constitute the mainspring which sets all the economic forces to 
work. Consumption is, as such, the starting-point in Economics. 
Again, all economic activities arc undergone witi^ one ultimate purpose, 
namely, the satisfaction of wants. 'I’lie production, exchange and 
distribution of wealth, have only this one linal aim. Consumption 
may, as such, be also considered to be the end of Eeonomics. It is that 
significant point from which the circle of economic activities makes a 
start and at which it reaches completeness. Consumption is, therefore, 
rightly regarded as the goal of economic activities as well as their 
starting-point. 

Again, national welfare and prosperity arc very much dependent 
on the nature of the consumption of the inhabitants. Otlier things 
remaining the same, the more voluminous the consumption, tlie greater 
is the prosperity. But the composition of the articles consumed is a 
very important matter. If the articles arc wisely selected and are 
useful, progress of the individuals and the country is certain. But in 
the absence of wise expenditure, no amount of richness can bring real 
happiness and progress. It is easier to earn money than to spend it 




4 J cannot f ut ejeem it a subject of much reyret that the fascination of 
the mathtin.iticai trcalinent of economic questions, and the ainbition to make 
Political licono/ny an exact science, should have led to the practical exclusion 
of the whole department of Consumption.—Walker P'jliitcal Lconomy. 
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properly. The study of consumption is as such, pregnant with great 
possibilities. 

Production vs. Consumption 

Since consumption is the beginning of Economics, it is desmbed 
before production in almost all the modern books on Economics, borne 
old economists gave the first place to Production ; because, they said, 
no consumption is possible unless wealth is produced ; and production 
should therefore, be discussed first. But this is a weak argument ana 
can be met by a counter-argument that wealth is produced for con^mp- 
tion and no wealth will be produced if it will not be consumed. Hence 
consumption should be treated prior to production. The fact remains 

that consumption is the beginning and end of the Economics and should 

therefore, have priority of treatment. 

Practical Advantages of the Study of Consumption 

Consumption is important not only in theory but also in practice, 
which can best be illustrated by a few examples. 


Its Importance to Stafesmen. Statesmen, who arc engaged in 
practical problems, verv well realize the importance of consumptiori. 
Efficiency in the production, exchange and distribution of wealth will 
not achieve anything unless the consumption of \ycalth is such that the 
eniciency of labourers can be maintained. Again, statesmen have to 
see that citizens spend their money wisely. Prosperity depends not so 
much upon opulence as upon its proper use. Proper expenditure of 
monev is more difficult than its earning. A man may produce consi¬ 
derable wealth and may be very rich ; but if he docs not know the pro¬ 
per use of wealth, his richness is of no use. Suppose a man earns Rs. 
100 per montli and spends it very wisely and proportionately on the 
various heads of expenditure ; while there is another man who earns 
Rs. 200 per month, but who is addicted to drinking, cinema-going and 
such other habits, with the result that a proportionately large share of 
his income is spent on harmful objects and very httlc is obviously lelt 
to take care of his necessary requirements. On comparing the lives 
nf both these men, we unmistakably find tliat the life of the first man 
is better tlian that of the second because the latter does not know 
the secret of wise expenditure. By Ids habits, a bad consumer may 
injure not only himself but also others since bad habits are very infec¬ 
tious. Considerations such as these have unfailing bearing on the 
social life of the State. Government have now become alive to the 
fact that if thev want to make their subjects happy and fiounshing they 
must sre that their expenditure is wise. The policy of prohibition 
of using intoxicating liquors and drugs and the entertainment tax on 
cinema shows and other like actions, have this end in view. Indeed, 
one will be lialf a statesman if he neglects the consumption side of the 
social life of his country. 


Its Importance to Businessmen. The practical utility of the study 
of consumption can be proved by showing its importance to businessmen 
who arc practical through and through. Businessmen frequently an¬ 
ticipate demand ; they have to estimate the extent of future consump¬ 
tion on the basis of the present trends of fashion and the past records- 
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If'their estimate comes out correct, their profits are large. But if 
■unluckily they somehow miscalculate demand and indulge in “over¬ 
production”, i.e., production more than demand, goods do not sell and 
much loss is incurred. A careful study of consumption is, thus, the 
foundation-stone of business success. 

Its Importance to Householders. To the householder, in parti¬ 
cular, the study of consumption is very profitable. This study teaches 
him the principles by following which he can achieve maximum benefit 
out of his expenditure. The knowlelge of the law of equi-marginal 
utility and of family budgets enables him to spend money wisely and 
achieve a gain in the satisfaction of his wants. 

INTERMEDIATE QUESTIONS 

1. What meaning do you attach to the term consumption in Economics? 
{Punjab, Inter., 1948). 

2. What is consumption ? Are the following cases of consumption : 
(a) seeing a cinema show, (6) taking a glass of water from a domestic servant, 
<c) looking at a watch ? (Punjab, Inter., 1949). 

3. Satisfaction is the end of economic activities.” Explain this with 
reference to the importance of consumption as a subject of study in Economics. 
(Raj., I. A., 1951). 
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17 h ilf his expenditure an ordinary individual does not know 

"'ro;k„,u.a..o';''.ha. he accompl.shcs ve^- hadly a task wh.ch .s really more 
diJlicuU than that of carnine his income.— 

§ 1. ME\MNG OF WANT 

What is a “Want” ? 

‘‘Waur is a word with which the reader is very well familiar 
U he is asked to give the equivalent word for \yant it will most 
nrobahlv be ‘desire’. In the ordinary language want and desire 

Esi" •'TK”;:.“ri:S i" A “ rH 

niul ffillitipticss to saiisfv J t’ . , u 

c* f-* >.j ^ *\ mQll cicSirCS to nSYC DOOK , IlC 

also pE^csscsth^money ,!;Vurcl,asc it; 'vjjile I-is -i*W -.^hanpe 

I " Bui ^ pr i!:: v;!^or 

car ho, Im has no money to Buy it. Jlis desme .3 obvmusly ,„effec- 
H^'c i c incapaBlc of satisfaction, and cannot be called a man/. Again, 
tike Ihc'case Tf a miser evho xvill be glad to sec his little daughter wear¬ 
ing gold ornaments ; he has enough money 'f 
but he nuiv not like to part with money because of his greediness 
this case again, his desire is im/JccHvc and cannot be called a redid. 

To sum up, there are three essentials of a want : (1) a desire for 
an article- (2) the ability to satisfy it, or possession of the means of its 
isfaciK n • - nd (3) the willingness to the means for the purpose. \\ hen 
; desb - is'backU by ability and willingness to satisfy it, it is called 
•cfkaiic dnirc' or 'redid’. In other words, want is that effective desire 
fof a particular thing which expresses itself in the effort or sacrifice 

necessary to obtain it.- 

Effective and Ineffective Hesires 

Wc can divide desires into two classes ; 

(U rffcctwe Desires. TUc^c arc the desires which prove effec¬ 
tive ic which are satisfied. In otlicr words, the person concerned 
possesses the means of satisfying them and he also uses tl.em for securing 
satisfaction. Such a desire is called II atii. It is also known as Demand, 

\ KtT. Clive dcMrv is aist. calUJ Lhvutful. 'Ihus and demmui have 

come to hawhe same meatiii.e. Sec in this cnnkclion J. K. M..hta, i.round- 
icork of Economics. 

2 See {•\'ouotfUcS‘ p- I*t. 
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(2) Ineffective Desires. These are the desires which do not 
prove effective, i.e., which are not satisfied. This happens when 
the person concerned either lacks the means of satisfying them or the 
readiness to use them for securing satisfaction, or both. InefTeciixe 
desire is not called want. 

Importance of Wants in Economics 

The study of wants is of great importance in Economics. Wants 
are the seeds which give rise to the tree of economic efforts. It is the 
feeling of certain wants that calls forth economic activities. That is 
the reason why production, exchange and distribution of wealtli take 
place. When wants are satisfied, economic activities come to a natural 
conclusion. Wants thus constitute tiie point whence economic efforts 
begin and where they come to an end. 

Wants are important also because they determine the standard 
of living of the people and their productive efficiency. A man whose 
wants are more and better satisfied tlian the other is more efficient, 
other things being equal. The number and variety of human wants 
normally satisfied constitute a good index of the material prosperity of 
a country. 

§ 2, WANTS AND ECONOMIC ACTIVITIES 

The Circle of Wants and Activities 

Wants and economic activities are very closely related. \Vc 
have already emphasised that wants lead to activities. Wants are 
the real motive force which set the entire economic mechanism into 
motion. The servant works because he has wants to satisfy ; the 
shopkeeper maintains a shop so that he may earn money for tl^e satis¬ 
faction of his wants , the lawyer argues cases, the teacher teaches 
students, the clerk works in olficc, the dri\er drives the car, with the 
same object, viz., the satisfaction of certain wants which press for satis¬ 
faction. If men cease to have wants, the entire economic machinery 
will come to a stand-still. That 
wants lead to activities, is a well- 
established fact which does not 
require much deliberation. 

Just as wants lead to activi¬ 
ties, similarly activities, while 
satisfying the wants which cause 
them, lead to the creation of fresh 
wants. 

In this manner, wants give 
rise to activities ; the latter satisfy 
the old wants but give rise to new 
wants; the latter again lead to new 
activities; and so on. The circle 
of increasing wants and increasing 
activities has an indefinite course 
to run. It has no end. Indeed 
it is this unending phenomenon 



Fig. 9, Explaining the rclatioa 
between wants and activities. 
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wants leading to activities and the activities leading to fresh wants 
u’ V. K?i« Vfpen the Drimarv cause of the modern civilization. For civ 
r^t'i^n consists‘n a SilwpLity of wants and the ability to satisfy them. 

Historical Illustration 

During their initial abode on this planet men early felt certain 
nts whith they found, must be satisfied for keeping themselves 
Xe For this purpose’ they made efforts. Wants thus led to 

activitiej.^e to harness the forces of N^re in 

.. r^rorUiciion of wealth, in a primitive sense in the earlier days but 
the pro . • gy later on. These activities could be carried on 

c^ffcicntly on?y with certain implements or tools. For instance, if men 
a to kill animals for food, they required sharp stone weapons or 
If they wanted to pluck fruits, they sometimes felt the need 
of some missiles or bamboo poles. They began to feel the want for 
these articles which aided them in their economic activities. In this 
^vaY activities led to the creation of fresh wants. 

There is another sense also in which economic acUvities led 
th. creation of new wants. As man obtained control over Nature, he 
^ 1 1 s itisfv his old wants in a limited time and began to have jcisure. 

To oecun the latter, he invented new wants, which called forth fresh 
^'tivities ^ If the leisure was spent in festivities, he felt wants for dainty 
dishes and other delicious things. If it was spent on eventing improv- 
r 1 -ind imposing dresses, he required cloth and other articles, fhu 
actiWdcr Kd fo the creation of now wants. It is at this stage that 
the love of display and distinction springs up in human heart. 

Sneaking hroadlv. therefore, although it is man’s wants m the 

fopXm of net XvitiL giving rise ,o new wants than that of new 

wants giving rise to now activities. 

This is the wav in which wants and activities act and react on one 
another in a never-Jnding fashion. And the circle of wants and activi- 
d^^which is .he hfe-blood of economic progress, never comes to an end. 

§ 3. DlTEHMINATJON OF WANTS 
Factors Governing Wants 

n’hc nature and intensity of human wants depend upon several 
factor* the chief of which are physical, physiological, ethical, social 

and habitual or customary. 

(1) Physical Factors. Physical factors determine the character 

a ^rn.or romaAs. Strong as is the desire for variety, it is weak com- 
the desire f .V distinction : a fccline which .f we consider its umver- 
av in ts ennsutnev .hat ,, artects all own and at all times, that it comcs with 
' c tv v r-r ..Uc and never h aves us till we (.'o into the yrave. may be pro- 
^nceVto Iw’thc most pow rful of hu nan passion.” 'hhis ftreat half-truth, 
o mmen.^ Marshall, -s 11 il'.ustr.itcd hy a cotnpar.son of the desire for various 
foodTwith that for various dresses.-M. rshall. Lconomics cf Industry, pp. 56-57, 

4 M Ibiil. 
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and the extent of wants to a considerable degree. The people of a 
cold country like England have to use woollen clothes all the year 
round and also to take some intoxicants to keep them active ; but in a 
warm country like India, we require woollen clothes during the winter 
and light cotton clothes during the summer, while intoxicants are not 
only unnecessary but actually harmful to the constitution. 

(2) Physiological Factors, In order to keep ourselves physi¬ 
cally fit we have to take a diet which may supply all the elements, like 
proteins and vitamins, which are necessary for health and vitality. If 
a man is thin, milk may probably be useful to him; but it will be injuri¬ 
ous to a fat man because it will make him fatter still. 

(3) Ethical Factors. The ethical and religious view-point 
lends its colour to the wants of a person. The nature of ethical ideals 
of a man and the degree of importance he attaches to them, determine 

^ fairly large degree. If a man believes in the simplicity 
of life as an important associate of spiritual development, his wants may 
be very few and simple. But if, on the other hand, he considers the 
satisfaction of a large number of wants as the mark of progress, his 
wants will be numerous and complex. 

(4) Social Factors. The wants of a person are determined not 
only by physical, physiological and ethical considerations, but also by 
the stage of general progress of society. The society, for instance, 
has set rules for the disposal of a dead body or for the preformance of 
marriage. Members of the society instinctively respect such social 
rules and allow their wants to be moulded and fashioned by them 
almost unconsciously. The offer of pan and smoke to visitors, the 
burning of a dead body by Hindus and its burying by Muslims, and 
such other things are all set by social rules. 'I’lie dictates of society are 
governed by the stage of progress attained by it. The social command¬ 
ments of a primitive society arc elementary and sometimes without 

reason; the dictates of an advanced society are refined and are based on 
reason. 

(5) Ecottomic hactors. Wants are largely determined by one’s 
richness or poverty. A poor man has few and simple wants. He 
may satisfy those wants which support life, but lie rarely gets an 
opportunity of enjoying comfortable and luxurious articles. 'I’his 
IS rwt the case with the rich who allow their wants to multiply freely, 
with the result that their wants are numerous and mostly of comfort¬ 
able and luxurious nature. It is due to the poverty of an Indian that his 

wants are so few and to the richness of an American that his wants are 
so numerous. 

(6) Habits, Customs and Fashion. Personal habits of a man 
and the prevailing fashion have a great determining influence on 
wants. It IS a fact which students will verify from their own ex¬ 
perience that a man who has done a thing in a particular way tends to 

lollow the line of least resistance and goes on doing it inthesame way; 

and the more often he repeats the same, the less disposed he becomes 
R ewards change.^ The influence of personal habits on one’s wants can* 

5 ivioieiand, Op. C'it. 
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therefore, be clearly realized. Again, it is also a fact borne out by 
experience that a man who has to do a thing for the first time tends to 
do it in tlie same way as he sees his neighbours doing it. Thus a man 
who lives entirely alone will develop habits or customs and all the or¬ 
dinary actions of his life in his own ways (for instance, in the matter ot 
preparing and taking food, of the cut of his clothing and of wearing 
them, etc). But as a rule man does not live alone and in ordinary life 
he follows the customs and habits of the people among whom he lives 
and has his being. Many of our habits are formed while we are still 
young. We do things in the way we see our relations and friends 
doing them. And as we grow in years and discretion, we acquire 
fresh habits from those with whom we generally come in contact. A 
student on entering college, tries to copy the way of living of some of 
his teachers and other students ; a young man entering an office as a 
clerk does what the other clerks do ; and the same thing is true in all 

occupations. 

Wants of an Indian Labourer 

A few illustrations may well be given at this stage. First let 
us take the wants of an Indian labourer. His wants are determined 
not so much bv reason as by social factors and habits, customs and 
fashion. I’lie food that he takes is the one to which he is used from his 
birth. Any fundamental change in it is very displeasing to him. If 
he is a Bengali, he must have rice ; if an upcountry man, he must have 
ihapattis. So far as shelter is concerned, conditions are largely out of 
his control. He lives in dirty, insanitary, overcrowded and congested 
quarters. He cannot help it because of liis poverty. Even where he 
can improve the conditions he fails to do them partly because he is 
habituated to that sort of living and partly because he does not want to 
lose the company of his old friends and acquaintances. His clothing 
is largely governed by habits and traditions. He very often wears the 
same types of clothes wliich liis forefathers -^used to do. But the 
element of fashion makes its influence felt in this respect and a change 
in the type of clothes he wears is visible. 

Wants of a College Student 

Let us now examine the factors which determine the wants 
of a college student. Here the elements of fashion and habit play the 
most important toIc. When a student newly comes to the college, he 
takes to the use of a fountain-pen, tooth-paste and such other things, 
mainlv because they arc in fashion. Cinema-going may begin as a 
fashion, but it soon becomes a habit and cannot be easily got rid of. It 
is probably within your experience that those of your friends who do not 
follow the current fashion and continue the primitive way of living are 
called by such names as Buddhu and Shikarpuri ; while those who 
are very particular about their dress and appearance arc dubbed as 
showy, vain dandies. It becomes almost obligatory to a newly 
admitted college student to mould his dress, food and other walks of 
his life according to the current standard. 

Human wants arc numerous and of different kinds. They diflfer 
from country to country and from place to place in tlie same country^ 
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Nerrrtheless, they possess certain common characteristics on which 
important law-s of Economics are based. They are discussed below : 

(1) WanJs in General are Unlimited. Human wants multiply 
endle^ly. At soon as one want is satisfied, another want begins to 
"be felt. Man is thus spurred on to pursue an end which is ever 
vanishing before him. At present you may feel the want of a fountain- 
pen; but if you purchase it, you may next begin to feel the want of a 
hat or a book, of which you had little idea before. Take the case of a 
poor man \vho is starving. If he is given very coarse food c insisting 
of millets and pulses, he will be well satisfied with it. But if he is sure 
of getting these things, he will begin to require better kind of food, fw 
example, rice, cliapattis, vegetables ixndghee. Later he will hke the 
food to be better served; he will require metal dishes and wares instead 
of the earthen vessels which at first satisfied him. His wants w'ill, 
thus, go on increasing limitlessly. 

The progress of society has been simultaneous with an in¬ 
crease in the quantity and quality of human wants. The primitive 
barbarian had very few wants which were of a simple nature. With 
an increase of knowledge, men began to feel new wants, the satisfac¬ 
tion of which was followed by still newer wants. It was this process 
of endless multiplication of wants which led up to the material 
civilisation of today. Wants are increasing constantly with wider 
diffusion of knowledge, improvements in the means of transport and 
communication and growth of trade. Upon this simple fact is based 
the Lato of Progress which states tliat material progress and increase of 
wants go hand in hand. 

(2) Each Particular Want can be Fully Satisfied. Though wants 

in general are unlimited, any particular want lias its limit. Ihe 
want for a fruit or a book can be satisfied by consuming the desired 
fruit or book. Every individual want is capable of complete satisfac¬ 
tion A want is satisfied slowly and gradually till its full satiety is 
achieved. Suppose you are hungry. After taking the first chapatti, 
your want is partially satisfied and you require the second chapatti 
less urgently. This process of decreasing urgency of wants (or dimi¬ 
nishing utility of commodities) goes on till your want is completely 
satisfied and the next has no utility to you. Upon this charac¬ 

teristic of wants is based the important Law of Diminishing Utility which 
stales that, other things being equal, the utility of each successive unit 
of a commodity decreases to a person as the stock of that commodity 

increases. 

(3) Wants are Recurrent. Though each want can be com¬ 
pletely satisfied at any particular time, it may be felt again after some 
time. For instance, you may cat bread during the midday when you 
feel hungry ; and for the time being your want will be satisfied. But 
you will again feel hungry in the evening and will want food. Wants 
are thus recurrent. 

(4) Wants are Competitive. Wants in general compete with 
each other. If a man has one rupee in his pocket, he may go to a 
cinema show, or purchase a book, or give himself up to the pleasure 
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of a sumptuous dinner, or spend it on joy-rides. AU these wants com¬ 
pete with each other in the priority of satisfaction.® 

(5) Wants Vary in Intensity. Though wants are competitive, 
they are not all equally urgent. They vary in intensity, in other 
words according to the individual and according to his circums¬ 
tances at the time the wants are felt. One satisfies them m the order 
of their intensity. One has, indeed, to arrange one’s wants in order 
of their urgency or intensity in one’s own mind—in this, one is helped 
by one’s sense of feeling and is not required to make conscious effort— 
and one tries to satisfy them in that order. A man who is extremely 
thirsty and only a little hungry will first procure a glass of water and 
only thereafter biscuits and cakes. A very hungry boy will prefer bis¬ 
cuits to toys. Were all the wants of equal intensity, economic life w’ould 
have become a matter of pure inditference in which no place could be 
given to discretion and choice. Upon this characteristic of wants is 
based the law of equi-marginal utility. 

(6) So 7 ne Wants are Complementary. Some wants are co- 
operani or complementary. If either of them is satisfied, the other 
must follow suit. They are satisfied together and, therefore, each of 
them is complemcntarv to the other or others. If you purchase a car 
or a fountain-pen, you must also purchase petrol or ink respectively. 
If you want to travel in a first class railway compartment, you should 
have a good leather suit-case also. 

(7) Il rtH/r Become a Matter of Habit. Most of llie wants are 
acquired and artificial; only few wants are physiological and instinc¬ 
tive. Generally, they are acejuired quite early in file and are felt so 
repeatedly that they become a matter of habit. Smoking, for instance, 
is purely artificial. Nobody is a born smoker, we somehow begin smok¬ 
ing. very often for the fun of it, and later get habituated to it. W anU 
svich as these constitute our standiU'd of living and are of very compel¬ 


ling nature. 

(S) Present ll rt/z/i More Important than Future Wants. To 
an average person a present w'ant appears to be more important than 
a future want. normal man fives in the present and will make 
greater sacntices to ensure the gratification of present tlian of future 
wants. Generally wc do not look so far ahead as to make provi¬ 
sion f.)r future wants while we are satisfying the present ones; indeed, 
wc rareU think of future wants at such a time. This is due to tw'o 
r< ason*^ ' l irstlv, our telescopic faculty {i.e. the capacity to look ahead) 
is defective and’makes us feel that the present want is more important 


0 Some text-book writers illustrate the competitive character of wants 
by civine an example like this. If a man wants something to cover his feet, 
he mav purchase either u pair of shoes or choppuU : shoes and chappuls thus 
compete with each other. '1 his example docs not appear to be very sound. 
Shoes and choppals seek to satisfy one and the same want, ii^., want for o cover 
to the leet. 11 they compete between tliemselves, it means that articles seek¬ 
ing to satisfy one and the same want compete among themsefics. It is wrong 
to conclude from such examples that wants compete among themselves, since 
only one want is taken into consideration in this case. 
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than the future want. Secondly, the future is very uncertain. If we 
make provision for the future, at the cost of the present, and if, unfor¬ 
tunately, we expire early, we would lose a certain amount of satisfac¬ 
tion.^ On the basis of this characteristic, Seager observes : “If goods 
available for present consumption be called present goods, and those to 
be available in future,/w/i/regoodly, the law may be formulated as follows : 
The utility of future goods is less to the normal consumer than the utility 
^f pt'esent goods of like kind and Quality by an amount varyinp directly 
with the degree of futurity'*^ 

(9) Wants are Determined by Social Standards. Most of our 
wants are determined by social standards of tastes rather than by 
independent judgments of individual consumers. This is conspi¬ 
cuously true of wants for clothing, shelter and amusement. That 
men—not to say of women—dress with reference to the opinion of 
their neighbours, changing the styles of their clothes, their shoes, 
their hats and even their collars, to conform to . the vagaries of 
fashion, is a fact of familiar observation. There is a little more 
independence in the selection of dwelling houses, but here too the 
taste of many is subservient to that of the few who form indepen¬ 
dent judgments. As regards amusements, it is notorious that one 
lad follows another, bicycle-riding giving place to golf, and golf—for 
those who can afford it—to motoring.® 

(10) Knowledge Increases Wants. The tendency of wants to 
increase is universal; but the rate at which they multiply depends 
upon the rate of the spread of knowledge. In an Indian village, 
lying remote from a railway station, new wants arise slowly and in 
some cases they lie in a dormant stage; that is, the villagers do not 
feel conscious of any unsatisfied wants. But in the towns this is 
not 80 because knowledge and information spread quickly there, 
while they spread very slowly in villages. As knowledge increases, 
people learn new means of satisfying their wants and the desire to 
obtain satisfaction of these wants becomes intense. Before the in¬ 
vention of motor cars, wealthy people were satisfietl with horses and 
carriages; but when motor cars were invented and a few of them were 
brought to India, people soon felt attracted towards them and began 
to feel actual want for them.'® 


7 A. C. Pifjou, Economics oj Welfare. 

8 Scapar, Principles of Economics, pp. 71-72. Though very general, this 
characterit>tic of wants is more matked for some social classes than for other*, 
it would not be far from the truth to say that young children and savages live 
entirely in the present ; that the manual labouring classes, especially in climates 
where the winters are rnild, look only a few months or a few' years ahead in 

heir economic calculations; that the great class of artisans and merchants plan 
with reference to their own Jives and the lives of their children ; and that the 
tounders ot large family fortune include generations yet unborn in their view, 
ibid. 


9 Ibid., p. 72. 

Id The higher the level of civilisation and culture, the more numerous 
find the rnorc varied arc the nian's w ants. \\ c are told that in the 18th century 
tt was very usual to come across labourers who, hndini^ that their w ants could 
be tatisiied by 3 days* work each week, preferred to be idle for the rest of their 
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This examole illustrates how new wants arise from in^eased 
knowledge In our country knowledge is steadily increasing Aro^ 

education and through the extension of trade be °o 

likelv therefore, that in near future the progress of India will be so 

as to lead to a condition in which the larger 
the oeonle will have their wants completely satisfied, than it is the 
S^e^at^pre^ent On the contrary, we should expect that though 
people might be able to satisfy increasing numbers of wants, new wa^ 
^IdlUrise more and more quickly so that tliere will always remain some 

unsatisfied wants. 

Some Alleged Exceptions 

Certain exceptions to the above characteristics of ^a^te 
pointed out. They are, as a matter of fact, apparent rather than rea . 

(1) Some persons, sadhus and ascetics, ^^^o have renounce 

this world, feel a limited number of wants. To them 
general are not unlimited; nor do they increase in variety. To them 
there is no social standard to fashion their wants. 

This is, of course, true; but an ascetic is not a social or an ^crage 
man and. therefore, lies beyond the scope of Economics. In Econo¬ 
mics, wc study the wants of a normal and social human being only. 

(2) It is usually stated that each particular want is capable 
of complete satisfaction. But certain wants appear to remain unsatish- 
cd almost for ever. A few instances arc given below : 

(a) Want for display is an example of this nature. A man 
who wants to distinguish himself through display, always seems to 
be in want of things like ornaments, motor cars, niagnificcnt build¬ 
ings, etc., and unceasingly spends money on such objects. The 
more he possesses such things, the more he can display himself and 
the more he wants tlicm. His want of display appears to be insatiable. 

The above reasoning is correct. But the want of display is 
not the want for a particular commodity but for a large number 
of commodities. If you pick up a particular commodity out of the 
group of articles of display and increase its supply, the want for it tviM 
go on decreasing and a point will sooner or later come when the next 
unit of tluit commodity will cease to have any utility. 

(/») Want for potver is a similar example. Some men want 
power over men; and the more power they get, the more they want. 
The lust for power seems to be real and insatiable \ but men wanting 
power are not ordinary men. Economics is not concerned with abnor¬ 
mal characters. 

(r) IVanf for money also appears to be insatiable. Indeed^ it 

time. At tiic present day it would not be diriicult to tind examples of people 
who would earn larger incomes if they worked harder or lonKcr but for whom 
additional satisfaction that could be obtained is not a sufficient inducement to 
make the greater etrort required. liducation and social improvement result 
not only in greater produciivc clVicicncy but also in greater capacity to enjoy— 
Penson* Op., Cif., p. 14. 

11 Moreland, ci/i Introduction to Economics^ pp. 192-J9J. 
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appears that its utility does not decrease at all; and if it does, it does 

very insignificantly. . , , i 

But money is, not required for its own sake, but for the sake 
of the large number of commodities which it can purchase. As 
such money is not a single commodity but it is a group of all the 
comm^tties it can purchase. It is, therefore, only natural that the 
want for it cmnot be^^fuUy satisfied, wants in general being unlimited. 

(d) Miser's Love for Money. A miser wants money and the 

the more he requires it. It seems to be an excep- 
J?orto the general law that each particular want is satiable. But 

1 miser is not an average man. He is as far removed from the average 

mTn as the ascetic or sadhu who does not come under the scope of 
Economics. 

§ 5. multiplication op wants 

Sometimes the question is asked : Is the 
wants desirable ? This question is extremely controversial and much 

can be said on both the sides. 

It is Desirable • i • ui 

Those who say that the multiplication of wants is desirable 

say that when a want is satisfied, some satisfaction is obta ned. 
Conseoucntly if you satisfy a larger number of wants you will get 
a larger volume of satisfaction, which is very desirable. 
moZrn progress and civilization consist in increasing the num^r 
of wants.*^ The most primitive man needed very few things , sornc 
1 KorU rtf to cover his person and some rough tools to 

IdrLImai; a^d demA from' skin. Bu, - >.e became more 

and more civiliaed, his wants began to 

of wants Thirdly, if we reduce our wants, our incentive- to make 
eLnomk progres^ or assert our individuality and rise in the wor d 

rr4r^:ts^3k‘‘knd'^rver;!r tsr he^^fr u^r a^f n;nd 

SlirntToftfieToridTanTilfe t^d“ ^ 

standaJ^d of living of the citizens of a poor country rises, their urge 
be strong will greatly strengthen. 

It U Undesirable *u .. 

There are thinkers of the other school as well who believe that 
the multiplication of wants can never be desirable. These pntlemcn 
arc generally of a religious bent of mmd and believe in spiritual devclop- 
mLt They give the following reasons in support of their view : (* 
H we have to Satisfy a large number of wants, we w. 1 have httk t.nac 
for spiritual development which alone gives true 

onlv this but multiplication of wants and constant efforts to satisiy 
them make us materialistic and therefore make us unfit for spiritual dev - 
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1 A * • » f A Even on economic grounds wants should not be 
multiplied for a very good reason. It is true that if you satisfy more 
wants, mathematically you get more satisfaction. But once your wants 
increase, they increase almost limitlessly ; so that even if you are able to 
^tisfy many of them, you cannot even think of satisfying the rest. 
The wants which you cannot satisfy arc a source of discomfort or pain 

satisfaction that you. therefore, get is very 
little. Really if you increase your wants to a considerable degree, 
you may get very little net satisfaction. ® 

The Right View 

The above are the views for and against increasing the number 
of wants. We on our part believe that truth lies somewhere in between 
these nvo extremes. If we have very few wants, we will have little 
incentive to make progress. But we have many wants, our discomfort 
will greatly increase. We should, therefore, have neither too few wants 
nor too many of them. The total satisfaction which we get on balance 
by increasing our wants can be represented by the adjoining diagram. 

W'c have measured the total net 
satisfaction along OY axis and number 
of wants ah>ng OX axis. SmS’ is the 
net satisfaction curve. In the beginning, 
as we increase our wants, our satisfac¬ 
tion goes on increasing till the point 
m ;’rri' cs. At this point, if we satisfy 
ON wants, our satisfaction will be 
maximum, t.e., mN. But if we in¬ 
crease our wants beyond that point, 
our net satisfaction begins to decline ; 
niS curve suddenly goes down. 

It is thus clear that the multiplication 
of wants is desirable only up to a certain Fig. 1(1. 

extent. It is. however, impossible to give a precise degree of the extent 
to which wants should be multiplied. 



o 


N 


INTF.RMFDrATE QUF^STIONS 

. b ^^nn "5 want*? h.ive v.nrioiis charactoristics, each of which is of great 
importance, for on each depends same great economic Jaw.' .Amplify this 
statement. Cnonbay, I. A., 

, • '^tite a note on “ (.’nmplemcntary Wants and .Alternative Wants.’* 
(Bornhay. 1. Corn.. ! 04 «)). 

\\ hat are the chief characteristics of human wants ? Show how the 

^'lence of Kconomics takes these characteristics into account, (Bombay. I. 
t om., 1 ' 130 ). ' ■'» 

•t. nescriho the characteristics of human wants and the nature of eco¬ 
nomic efTnrfs nece.ssary to satisfy them. (Mysore, Inter., 1944). 

What .ire the main characteristics of human wants 3 Whieh wAot 
is more urcent and why ? (Patna. I. A.. I046S) ' ^ ^ ^ 

2- Analyse the nature of man's material wants. (Punjab. I. A., 1951). 
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wants: their determination and characteristics 

7A. Do wants give rise to activities or activities give rise to wants ? 
Illustrate your answer. (Raj-i I- A-, 1948). 

8. Discuss the chief characteristics of wants, and show 
basic importance in the study of Economics. (Rai., I. Com., 1950). 

9. Mention the factors on which wants depend ? U it a fact wants 
increase more rapidly than income ? If so, what steps you take to balance the 
two ? (Raj., I. Com., 1946). 

10. Classify human wants and explain their characteristics. (Utkal, I. 
Com., 1952). 

11. What are the chief characteristics of human wants ? 
importance in the study of Economics. (U. P. Board, I. A., 1948). 

12. Carefully define wants, and explain their chief characteristics (Sagar, 
I. Com., 1949S). 

13. Discuss the characteristics of human wants. Can they ever e 
satisfied completely ? (Banaras^ I. Com^i 194S). 


CHAPTER 14 

CLASSIFICATION OF WANTS 

Consumption may be economised by a change of habit but any stinting 
■of necessaries is wasteful.— Marshall. 

We have already seen that wants vary in intensity or urgency. 
All wants are not of the same intensity; some wants are more intense, 
others less intense. Wants which are most urgent are known as 
necessaries; those which are least insistent are known as luxuries; while 
those of medium intensity are known as comforts. The order of the 
urgency of wants and the order in which they are normally satisfied is 
as follows: (i) Necessaries, («) Comforts, and (m) Luxuries.^ These 
are the three classes in which wants can be divided. 

1. Necessaries 

By necessaries we mean those wants which arc of very primary 
and elementary nature, so much so that if they are left unsatisfied, 
acute pain is caused. Their satisfaction is necessary for the preserva¬ 
tion of life, efficiency or social prestige.* 

Necessaries are of three varieties. In the first group come those 
wants which must be satisfied in order to preserve life. If we do not 
satisfy these wants, we shall not be able to keep alive. They are known 
as Necessaries for Existence. In the second grojp fall those wants which 
must be satisfied for the maintenance of our efficiency. They are 
known as Necessaries for Efficiency. If we consume these articles our 
efficiency will remain intact; otherwise; it wll deteriorate. In the 
third and final category come tliose wants which have to be satisfied in 
order to maintain social prestige. These are known as Conventional 
Necessaries. The following classification of wants makes this sub¬ 
division clear : 



W.ANTS 

1 



I 

Necessaries 

1 

Comforts 

i 

Luxuries 


1 

Necessaries for 

1 

Necessaries for 

1 

Conventional 


Lxistence 

Efficiency 

Necessaries 

• 


Necessaries for Existence.^ The articles which are just necessary 
for keeping a man alive are known as necessaries for existence. They 

1 1 he order in which wants are satisfied is not a matter of set rules or 
regulation but of personal habits, tastes and desires which vary. Wants will 
be satisfied in order of their urRCncy, in the abscnco of any such disturbing 
factor as sense of moral ubliRation or duty, etc. 

2 Students must not write " articles of necessary.” They should write, 
articles of necessity ” or ” necessaries ” instead- 

3 Also named as ” absolute necessaries.” 
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include that minimum quantity of food and drink, clothing and shelter 

without which life cannot be preserved. 

Necessaries for existence are not the same in all the countries 

and climates and for all time to come. “In cold countries the term 
includes in addition to sufficient food and drink, a certain amount of 
clothing'and also some sort of house for shelter; m the plains of India 
the neclssary amount of clothing and shelter is very small and Perhaps 
a blanket for^the winter is all that a man absolutely requires so that here 
the term necessaries for existence means very little more than the small 
amount of grain and water that is sufficient to keep people alive . In 
Ind^rthere are large numbers of unfortunate and poor persons who do 
not even get all the articles necessary for existence and actually semi- 

starve. 

(2) Necessaries for Efficiency. Necessaries for 

meant to keep a man alive. In order that he may be able to work 
efficiently in the occupation he happens to be engaged in, a man has 
m consuirne certain things over and above the bare necessaries for 
existence. Such articles which are necessary for the preservation of 
one’s efficiency are known as Necessaries for Efficiency. 

Moreland observes that this term includes everything which 
a man must consume in order to work efficiently at his occupation 
and educate his children up to the point where 

do as well as he has done. In India the term includes (l) bet^r and 
more well-balanced food than is just necessary for existence (ii) a 
TerSn aLunt of clothing and furniture and an airy and well-yenti- 
hted houTe for shelter ; fnd (Hi) opportunities for medical treatment 

Ld for the education of children at least up to the 

r^oy all the ne«ssaries^for efficiency mostly because of poverty and 
partly because of ignorance. 

(3) Conventional Necessaries. Conventional Yonra°nd 

necessaries which must be consumed f .7“'“7^^i"'Xving 

in order to maintain social prestige. A man lives in a 
certain set traditions or conventions or customs which each 
must follow! For instance, the society requires a man to .off« 
and tobacco when a guest comes; to give a feast when “ 

place; to undergo certain religious ceremonies when sornebody dcs 

A man has to follow these customs and conventions on 

discredit, badnami as it is called, and sometimes ,7*“|7 ind“‘ 

tion. This is particularly so in a custom-ridden coontry like Ind,^ 

This accounts for the great urgency of this class of . 

ma ny people Sacrifice the consumption of article > 

4 Moreland, An Introduction to L'conomics, p. 151. 

5 “To this class of conventional necessaries bclonR the '' 
coffee and pan among the higher classes in India and the " 

the masses. To this class also belong all our wants t 

religious cercminies and in a custom-ridden country like , [ 

cult to find people who for months and years go on economising 
fute nccessanes^o make a grand show for a day or two on the social wants. 

8. G. Bhatnagar, Outlimt of Economtet. p. 42. 
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order to consume conventional necessaries. For instance, cultivators 
and labourers will semi-starvc rather than not offer huqqa or pan 
to the visitors or not give a feast on the occasion of a marriage or 
death. Similarly many a student wll give up the consumption of 
such healthy stuffs as butter and ghee in order to enjoy cinema shows 
which every polished student is expected to see. 

Factors Determining Necessaries. The factors governing each 
class of necessaries are different. Necessaries for existence are pri¬ 
marily determined by environment and physiological and economic 
factors. Necessaries for efficiency are, of course, determined by the 
nature of work a man is expected to do. Necessaries for efficiency 
of a blacksmith must naturally differ from those of a lawyer or a 
teacher. Much discretion has to be used in selecting necessaries 
for efficiency. Conventional necessaries are of course determined by 
social customs and conventions which are an index of the stage of social 
development. 

2. Comforts 

Necessaries, it may be repeated, are just sufficient to keep a man 
alive, to preserve his efficiency at work and to maintain his social pres¬ 
tige. This is the bare minimum for ordinary living. Usually some 
other nice articles have to be included in consumption for a decent 
living. Articles of comfort arc of this nature. Their consumption 
affords appreciable pleasure and also increases consumer's efficiency 
slightly ; while their non-consumption neither causes much pain nor 
docs it decrease actual efficiency (though it certainly prevents the ad¬ 
ditional efficiency which their consumption would have yielded). 
Obviously, articles of comfort enable a man to lead a richer and fuller 
life than what is otherwise possible. Good shoes, fine kurta, cinema 
shows and such other articles may be cited as examples of articles of 
comfort. 

3. Luxuries 

Luxuries are those articles whose consumption affords very 
great pleasure but does not contribute to our efficiency; and whose 
non-consumption neither causes any pain not decreases our efficiency. 
Palatial buildings, the maintenance of Rolls-Royce and other costly 
cars, the keeping of elephants by Indian princes and the possession of 
cosily ^paintings of renowned painters are some of the examples of 
luxuries. Because articles of luxury do not increase our efficiency but 
simply give us pleasure, their consumption is often regarded as useless 
and is looked clown upon. This is the reason why Professor Gide 
defines luxury as the “satisfaction of a superfluous want" and Profes¬ 
sor ICly calls it “excessive personal consumption”.® 

'I hc rolUiwinii tablt' yives u pr< vision.il and rouph list of ncccrsnrics 
Comforts and lu.xurios : ' 

r i.f-. a rciiaonable amount of 
for sustinniri!^ hfe I platn wholesome food, of 

•{ dccont clothiim and of healthy 
the mtmniujn | home surroundings. 

L 


Ncci-ssurics -J 


I 
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There are certain articles of luxury, like wne, which give us 
only fleeting pleasure but decrease our efficiency quite considerably. 
Their non-consumption causes much pain if one gets addicted to 
them, though it prevents a deterioration of efficiency which would 
otherwise result. They are known as extravagances. 

The Standpoints of Classification 

The above classification of wants into necessaries, comforts 
and luxuries has been made from two points of view ; (/) efficiency 
and (f{) pleasure and pain. 

Efficiency. Those articles which wlien consumed preserve 
efficiency and which if not consumed decrease it, have been called 
necessaries. The articles which when consumed contribute to 
efficiency slightly and which if not consumed do not decrease actual 
efficiency (but cause a loss of efficiency which could have been other¬ 
wise achieved) are known as articles of comfort. Finally, those arti¬ 
cles which if consumed do not increase efficiency, and which if not 
consumed do decrease efficiency, are known as articles of luxury. 
When the consumption of the latter actually decreases efficiency, they 



w 

Effect on efficiency 

Effect on pain and pleasure 


\N hen 
consumed 

W hen not 
consumed 

\S hen 
consumed 

When not 
consumed 

Necessaries 

Preservation 

Great decrease 

Slight pleasun 

Acute pain 

Comforts 

Slight increase 

No decrease in 
actual cHi- 
ciency (but 
loss of possi* 
ble increase 
in efticiency). 

Suflicient 

pleasure. 

Slight pain 

Luxuries 

No increase 

No decrease 

Very great 
pleasure. 

No pain (un¬ 
less used). 

Extravagances 

Decrease 

Prevention of 
possible dec* 
rcasc. 

Alomentary 

pleasure 

Much pain if 
one gets ad¬ 
dicted. 


Chart II. Showing the distinctions between necessaries, comforts and luxuries. 
_ 


Comforts 


Luxuries 


I 

L 


< 


L 


for fuller life 
for more u'holesome 
ext ite nee 

decent standard of livinn 

for refinement of life 
for expensive habits and 
amusement 

a more elaborate mode of 
living 


i.e., better food^ clothes and 
housing with some provision 
for recreation and aniuscinenc 
and for the satisfaction of 
intellectual needs. 

i.e,, costly motors, on^a- 
ments, table delicacies, etc. 
together with the incJulgciice 
of expensive taste in art, lilc* 
rature and travel. 


—Penson, The Economict of Everyday, Life, p. 19. 
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Pain and Pleasure. The second point of view of the classifica¬ 
tion is the causing of pain and pleasure. When consumption of an 
article gives only slight pleasure while its non-consumption causes 
great pain, it is known as an article of necessity. When, however, 
its consumption gives sufficient pleasure while its non-consumption 
causes slight pain, it is known as an article of comfort. Finally, when 
the consumption of an article gives ample pleasure while its non¬ 
consumption causes no pain, it is known as an article of luxury. It 
the consumption of an article simply gives us momentary pleasure while 
its non-consumption causes intense pain provided one gets used to it, 
it is known as an article of extravagance. 

Necessaries, Comforts and Luxuries are Relative Terms 
It must not be supposed by the reader tliat a particular 
is an article of necessity, or comfort, or luxury for all the ^ 

all the time to come. In fact, the personal deterl 

sumer. e.e., the income, occupation, si^trqujidings, habits, etc., deter 

mine whether an article is one of necessity or of comfort or of luxury 

to him. It follows, therefore, that the same article may be a necessity 

to on?, a comfort to another and a luxury to the third. For instance 

a car is a necessity for a medical doctor who has to rush from one P^^t 

to another witli the least possible loss of time ; it may be a cohort to 

a professor since it keeps him refreshed for the lectures, saves Ume 

and thus somewhat increases his efficiency; ^ “ 

luxury to an idler who uses it merely for joy-rides Again, ^ea is 
necessity for an educated Indian, while it is probably a luxury for 
^ndifn Lltivator. Shirts were once considered to be articles of lux¬ 
ury in Europe but now tlicy arc articles of bare necessity. In India 

they are stilfarticks of luxury for many poor people, 

comfort to a woman of fashion, a necessity to a physician and a luxury 
to a tradesman. 

An article mav similarly be one of luxury 

of comfort to him it another and of luxury at still 

instance, a fountain-pen is obviously a uxury for a small 

in an infant class. It becomes an article of a recliwfor 

becomes n student of IX or X class; but it becomes a neress.ty for 

him when he joins a college and has to take down notes very quickly. 

It would, indeed, be wrong then to classify all ‘be articles into 

those of necessity, of comfort, and of luxury, and ^ 

apply to all persons and be valid permanently. These tliree term 
are at best onlv relative ; and when we say that a particular article is. 
an artielf of necessity, or comfort, or luxury, all that is meant to say 
is that it is so in respect of a particular person at a particular time. 

Order of Consumption 

It is sometimes said that a person first spends his income on 
necessaries, then on comforts and finally on luxuries. This statement 
is generally and largely true. In case a man spends his income most 
wisclv he would naturallv act in this manner. Necessaries arc most 
urgent and would receive his first attention. Comforts would then be 
Bccurcd ; and luxuries would be obtained only in the last. But unfor- 
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tunately everybody does not spend his income wisely. Much of our 
expenditure is thoughtless and careless ; and when it is so, wc often 
spend on comforts and luxuries even if our necessaries have not been 
satisfied. An ekkawala may thoughtlessly go to a cinema show and may 
then be left with only a few pice which may not bring him enough 
food. Such cases are not rare. Another reason of unwise expenditure 
is lack of intelligence and understanding ; and an educated man would 
not spend his money so badly as an illiterate person. Thoughtlessness 
and lack of knowledge of correct expenditure are the two reasons why the 
proper order of expenditure is not always followed. 

INTERMEDIATE QUESTIONS 

1. Explain the classification of wants into necessaries, comforts and 
luxuries. (Madhya Bharat, I. A., 1953). 

2. Discuss the problem of the classification of wants into Necessaries. 
Comforts and Luxuries. (Madhya Bharat, I. Com., 1952). 

3. Write a note on conventional necessaries. (Patna, 1. Com., 1950). 

4. Explain the classification of wants into necessaries, comforts and 
luxuries. (Punjab, Inter., 1953). 

5. What are conventional necessaries and necessaries for efficiency ? 
Give example from the life of a peasant farmer. (Punjab, Inter., 1948). 

6. Distinguish between necessaries, comforts and luxuries. ^ On \vhat 
basis is this classification made ? Point out the importance of this distinction. 

(Raj., I. A., 1953). 

7. Explain fully the distinction between necessaries, comforts and luxu~ 
ries. (Raj.. I. A., 1951). 

8. How do you classify consumption into necessaries, comforts and 
luxuries ? Illustrate your answer. (Raj., I. Com., 1948). 

9. Classify wants. What is meant by conventional necessaries ? (Utkal, 

I. A., 1951). 



CHAPTER^IS 

measurement of utility 

The money which a person is prepared to ofifer for a thing measures 
directly not the satisfaction he will get from the thing, but the intensity of his 
desire for it,— A. C. Pigou. 

§ 1. MEANING OF UTILITY 

Definition 

Utility is the capacity of a commodity to satisfy some human 
want; in other words, it is the want-satisfying power of a commodity. 
It is clear from this that the article which possesses want-satisfying power, 
has utility ; but if a commodity cannot satisfy any human want, it cannot 
be said to possess utility. We have already discussed the meaning of 
utility in Chapter 8 of this book. 

DifTerence between Utility and Satisfaction 

Some older Economists could not distinguish between utility 
and satisfaction; and they stated that satisfaction (of wants) is utility. 
But modern economists clearly mention that utility and satisfaction are 
quite different things. Professor A. C. Pigou of Cambridge Univer¬ 
sity has even stated that the intensity of wants is also quite separate 
from tlie satisfaction of wants. Therefore, we propose to explain 
the difference between utility and satisfaction below. 

Circle of ]V'ant‘Vtility-Comumption-Satisfaction. In order to 
explain this, we should know how our want is satisfied. It has the 
following stages : 

(1) First of all, we feel a Want’, 

{2) Then we fix upon a commodity which possesses utility, 
i,e., which possesses the power to satisfy that want ; 

(3) After that we consume that commodity; 

(4) As a result of consumption, our want is satisfied. 



It is clear from this tliat the utility is yielded by a commodity; 
but the satisfaction is of a human want. Moreover, the relation bet¬ 
ween the two is of means and end. Utility is means; satisfaction is end 
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because satisfaction is secured through utility (or a' commodity posses¬ 
sing utility).^ 

Caution. Therefore, the reader should clearly realise that the 
statement that “ the satisfaction of want is utility ” is quite wrong. 
Utility is the want-satisfying power of a commodity. 


Want and Utility 

We will now discuss the relationship between want and utility. 
We have cxp'ained in Chapter 8 that utility is not an inherent quality 
of a commodity; on the contrary, it depends upon the fact that the 
con umer wants that commodity. Iftheconsumerwantsthatcqm- 
n o lity, then it has utility; and if he does not want that com-nodity, 
then it will not have any utility. Therefore, want leads to utility. A 
commodity that is not wanted cannot have utility. 

§ 2. MEASUREMENT OP UTILITY 

It is a fact of common experience that the utility of all commodi¬ 
ties is not the same; some commodities have greater utility than others. 
A question, then, naturally arises: Can we exactly measure utility ? 

Utility Cannot be Directly Measured 

Economists do not possess any accurate means or apparatus for 
measuring utility. If you want to measure temperature, you can mea- 
sure it with a thermometer. If you want to measure atmospheric pres¬ 
sure YOU can measure it with a barometer. If you want to measure 
cloth, you can measure it with a yard-stick. But no such accurate mea¬ 
sure is available for measuring utility. Psychologists have not yet 
been able to devise any such measure; and, therefore, economists arc 
unable to measure utility directly. 


Money Measure of Utility 

Money Measure. Economists have, however, devised an in¬ 
direct method of measuring utility. The amount of money that a person 
is prepared to pay for a commodity rather than go v}ithout it, is a measure 
of iJulility. Suppose your examination is very near ^ 

fountain pen so badly that you are prepared to pay even Rs. 100 for 
ii then the utility of the fountain pen is Rs. 100. If at that time you 
can pay at the most Re. 1 for a beautiful novel, its utility to you will be 

equal to Re. 1 only. 

Its Reason. The circle of want-utility-consumption-satisfaction 
makes it clear that economists have to study three psychological con¬ 
ditions in connection with consumption : 

(а) Intensity of want; 

(б) Degree of utility; and 
(c) Quantity of satisfaction. 

These three psychological conditions arc different from cac i 


-. r.Bg. wMte. .h..t utility is th. tn.asure of satisfaction^^ Some 

r;:'u”h“uVonTat'ioct'rdero;‘‘:hci\;^ 

of cloth ” that yard-stick is cloth or cloth is yard-stick. 


7 
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other; and their measure should also be different. But eeoaomists 
can measure only one of them, vix., the intensity of want.^ The 
intensity of toant is measured by the amount of money that a person is pre^ 
pared to pay for the satisfaction of that toant or for purchasing the eem- 
modity that can satisfy it. 


THE AMOUNT OF MONEY 
THAT A PERSON IS PRE¬ 
PARED TO PAY FORTHE 
SATISFACTION OF THAT 
WANT (OR FORTHE 

COMMODITY THAT CAN 
SATISFY IT) 




MEASURE OF 
INTENSITYOF 
W A K T 



THEREFORE ASiUME THAT:— 

THIS IS THEMEASURtOFUTIlllY 

THIS IS the measure OF SATlSFAtTlOM 


Fig. 13. Measure of Intensity of Want, Utility and Satisfaction. 

But they cannot directly measure the other two psychological 
conditions. The refore, for practical purposes they have assumed 
that the measurcof intensity of a want is also a measure of utility as 
well as of satisfaction. In other words, it has been assumed //inf the 
amount of money that a person is prepared to pay for a commodity rather 
than go without i/, is a measure of its utility and it ss also a measure of 
the satisfaction that can be derived from its consumption. In fact, it is 
not so; but for reasons of practical convenience it has been assumed to 
be so. 


IVant, Utility and Satisfaction are Different Things. The fact 
that all tliese three things have the same measure, should not be t^en 
to mean that their nature is identical. In fact, want creates utility; 
utility is a means of satisfaction; satisfaction is the object of utiuty and 
negation of want. 

Unit Measure of Utility 

We can use unity for measuring utility. Suppose you require 
Marshall’s Principles of Economics very urgently while Parker foun¬ 
tain pen is not so important to you. Then, you may say that Mar¬ 
shall’s Principles is twice as imporUnt to you as a Parker fountain 
pen; or, if the utiUty of Marshall’s Principles is 2, the utiUty 
of a Parker pen is only 1. This measure of utility is, however, adopted 
only when the utility of two articles is to be compared or the utility of 
the same article at two different times is to be compared. 



CHAPTER 16 

THE LAW OF DIMINISHING UTILITY 

The utilities of additional units of any good to any consumer diminish 
normally as his supply of units of that good incteases.— Steiger. 

§ 1. THE EXPLANATION OF THE LAW 

The utility yielded by an article is subject to an interesting law 
which operates-^ily in the ordinary course of life. It is a matter of 
common observtJ^n that the more we have of a commodity, the less 
urgently we wanf^its subsequent units ; in other words, the utility 
yielded by its succeeding units goes on diminishing. Suppose you are 
very hungry, and get a mango from somewhere ; its utility will be very 
great to you because it practically saves you from starvation. Yo u wi ll 
r equire a SL-mnd rnango also to satisfy your hunger; but since a part 
of your appetite has already been satisfied, the second mango will not 
give you as much utility as the first one. The third mango will yield 
ev en les s utility as compared with the second mango, for the same reason. 
TITc utility of each subsequent mango will similarly go on diminish- 
ing gradually, till you arrive at the stage where your hunger is full^ 
appeased, and the utility of the next mango in succession drops to 
zero—it will be a matter of indifference to you whether you eat this 
final mango or not. Even if you consume it, you will probably dislike 
to eat further mangoes lest they might cause constipation—you will 
derive ‘negative utility’ or ‘disutility’ from them. This commonplace 
example shows that the utility of each successive unit of an article goes 
on diminisliing as its supply goes on increasing , other things remain¬ 
ing the same. 

This tendency operates universally and is visible in the case 
of all the objects satisfying human beings.' The first overcoat may 
give you more utility since it saves you from cold ; but the second one 
will afford less utility as it just provides a variety. The second pair of 
shoes, the second fountain pen, the second hat and the second table do 
not yield as much satisfaction as the first ones. Even the less material 
w’ants obey the same law. Eyes tire of beautiful pictures or scenes 
and cars are deadened by even the sweetest music in course of time. 

This tendency is known in Economics as the Law of Diminish¬ 
ing Utility, and may be stated as below : Each unit of a commodity 
gives, other things remaining the same, less utility to the consumer than the 
foregoing unit.* 

' As our capacity to enjoy food is limited so is our capacity to enJo> 
clothes. A normal person intensely feels the need for a respectable suit of 
clothes, a pair of shoes, etc. A second is kss indispensable, but satisfies a 
lively desire. Additional suits fatisfy ants of steadily diminishing! intensities 
and in time the point of satiety is reoched even by the most fastidious dandy.— 
Seager, PrincipUt of Economics, p. 71* 

2 Marshall states this law as follows j “ T he additional herefit vhich a 
person derives from a given increase of his stock of a thing, diminishes with 
every increase in the stock that already has.*’—Marshall, principles of Econo' 
mics. 
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Illustration 

We shall now take an example to illustrate this law. Suppose 
a man has a big family and requires six maunds of wheat per month 
for its consumption. The utility of the first maund of wheat ia^ery 
great to him since without it the members of his family will starve to 
death. The utility of the first maund, let us say, is 100. The second 
maund of wheat is necessary, but is not so urgent as the first maund. 
Its utility will, therefore, diminish, say to 80. The utility of the third 
maund will be still less, say 60; the utility of the fourth maund may be 
Z^Ttfiat of fifth, 10 ; and that of the sixth, zero. He will not pur¬ 
chase the seventh maund of wheat obviously because that is not re¬ 
quired. The seventh maund has for him negative utility or ‘disutility’ 
firstly because he will have to spend money on it without getting any 
satisfaction in return ; and secondly because the consumption of the 
additional maund might spoil the digestion of the consumers. Its 
utility may be said to be—20 (minus twenty). The utilities of the suc¬ 
cessive units of wheat may be tabulated as below :— 


Maunds of Wheal 

1 

2 

3 

4 

5 

6 

7 


Units of Utility 

100 

80 

60 

25 

10 

0 

—20 


It is clear from the table how 
of wheat diminishes consecutively. 





the utility of each following maund 

Diagramjnatic Representa¬ 
tion 

The above illustration can 
be represented by a diagram. 
In Fig. 14, maunds of wheat 
have been measured, along 
the OX axis ; and utility 
along the OY axis. The first 
unitof wheat gives 100 units 
of utility and thus we get the 
point. A. We plot other 
points similarly and get the 
AA’ cui-ve by joining these 
points. This curv'e shows a 
steep fall representing the fall 
in utility. The utility of the 
first maund of wheat is OA 
but the utility of the sixth 
maund of w’heat is zero. The 
P where the utility is zero. The 


Fig. 14. Illustrating the law Jof 
diminishing utility. 

curve AA’ touches OX at the point 

seventh unit of wheat gives dis-utility so tliat the curve extends below 
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the line OX, which is the line of zero utility. The point P is the point 
of zero utility and is also known as the **point of satiety'*.^ 

§ 2. OTHER THINGS REMAINING THE FAME 

In the statement of the Law of Diminishing Utility, we mentioned 
tliat the utility of each successive unit goes on diminishing, other things 
remaining the same* The words ‘other things remaining the same’ 
might appear to the reader vague and useless; but this is not so. 
T'hese words are very significant and imply the following important 
qualifications : 

(1) The units of the commodity must be similar in quality and 
quantity. If this condition is not satisfied, the law may not operate. 
Suppose the first chapati given to a very hungry man is very coarse; 
but the next chapati is made of superior stuff and is very tasteful. 
The second chapati will evidently give him more satisfaction than the 
first one. The law of diminishing utility docs not operate here because 
the units of chapati are not similar. If the second chapati is as coarse 
and rough as the first one, its utility would definitely be less than that 


Y 



3 Diagrammatic representations 
arc of two kinds : (») curt’cr as shown 
above and (it) rectangles to be dis> 
cussed below. If an article is 
divisible, i.e., if it can be divided 
without any loss of its value, its utility 
is represented by a curve. Wheat can 
be divided uiihout any loss in its 
value ; therefore, its utility has been 
represented by a curve as above. But 
take the case of a Cap. If you cut a 
cap into two, its utility will be 
seriously curtailed. Cap is an in« 
divisible commodity since its utility 
decreases if it is divided. The utility 
of indivisible commodities is best 
represented by rectangles. Rectangles 
give the idea of the separateness 
of each unit and therefore this 
method is adopted in the case of 
indivisible units. 

Suppose the following is the table 
of utility of cap :— 

Utility oj Caps Utility Derived 


1 

2 

3 

4 

5 


30 

20 

10 

0 

—5 


In Fig. 15 each rectangle shows the utility of a unit. 'I'he first rectangle, 
representing the utility of the first cap, is the biggest. Kach successive rec¬ 
tangle, representing the utility of each successive cap, goes on duninishing. 
There is no rectangle to represent the utility of the fuurih cup obviously be¬ 
cause its utility is zero. The utility of liflh cap is negative ; tlie reciungles re¬ 
presenting its disutility is down the axis OX. 

4 ‘ Other things being equal * is the alternative cxpresi-ion. 
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of the latter. Similar considerations apply to the quantity of each umt. 
The quantity of each unit must remain the same. If the second cjw- 
paii is twice as heavy as the first chapati, it is likely to give more satis¬ 
faction than the latter. 

(2) The period of cojisumpiio7i must be the same. In other words, 
tlie period over which consumption is spread should be continuous 
and without break, otherwise the law will not operate. If a man, tor 
example, takes food once in the morning and again in the evening, he 
might relish it more in the evening than in the morning probably 
because the hard work of the day has given him good appetite or because 
some good new^s has cheered him up. The law of diminishing utiii y 
does not apply here because the time of consumption is not conunuous 
or the same. In fact, food has been taken twice and the law operates 
in each case separately. But if the second diet is taken immediately 
after the first diet, the utility of the former will be definitely less than 

that of the latter. 

(3) The mental outlook of the consumer should remain the same. 
This is very important. The man who is taking food may, for instance, 
find that the sixth loaf that he has taken has yielded zero utility. It he 
now takes a little bhang or some other intoxicant, he may suddenly teci 
a craving for more loaves. It appears, then, that the law of diminishing 
utility does not apply in this case. Of course, it does not, because the 
mental outlook of the consumer docs not remain the same. 

(4) If the period of consumption is longy the taste, habit tmd income 
of the consumer should remain the same. In the case of durable goods, 
a change in either of three things, namely, fashion, habit and income, 
may hinder the operation of the law and may increase the utility o 
successive units of the commodity in question. For instance, ^ P^j’" 
ticular type of shoe may not be in fashion and its utility may be tair y 
low to a man; but if somehow it again comes into fashion, its utility wi 
immediately increase. Again, a man not addicted to cigarettes does 
not derive any utility from them ; but if he somehow acquires ne 
habit of smoking, their utility will increase to him. Finally, a man 
may be so poor that it may not be worth his while to purchase a cos^ 
flower-vase; but if he suddenly becomes rich, he may begin to feel its 
necessity very urgently and its utility to him may increase. In all these 
three cases the law of diminishing utility does not operate because the 
fashion or habit or income has changed. The law operates only when 
tlicsc factors remain the same. 

(5) The price of the commodity and its substitutes should remain 
the satriL If an article becomes cheap, one may want it with increasing 
intensity and its utility may, therefore, increase. The utility of an 
article may also increase if the price of its substitutes has gone up, so 
that one will now shift one’s consumption to the article in question whose 
utility has obviously gone up due to its comparative cheapness. The 
unchangeableness in the price of the article in question and the subs¬ 
titute thereof is important for the operation of the law. 

§ 3. EXCEPTIONS TO THE LAW 

The law of diminishing utility has almost universal appli- 
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cation.® If the various assumptions covered by the phrase “other things 
remaining the same” obtain in practice, the law will operate. Certain 
exceptions to this law are, however, suggested most of which are 
apparent rather than real. 

Apparent Exceptions 

(1) If we take a very small quantity of an article as unit, the law 
may not operate. Professor Chapman gives the example of a man 
who wants to prepare tea but who has no coal. Suppose he gets an 
ounce of coal. This much of coal is practically useless to him and has 
hardly any utility. If he gets another ounce, the qua .tity of coal 
will come nearer the serviceable quantity, so that the utility of the 
next ounce will be greater than that of the first ounce. The utility 
of each additional ounce will thus go on increasing till he gets ade¬ 
quate quantity of coal; after this stage it will begin to diminish.® 

In this diagram, the utility curve of coal (AA’A”) goes on 
increasing till the point A’ is reached. At this point, sufficient quantity 
of coal has been obtained : 
therefore, the utility of each 
successive unit begins to 
diminish. This is the reason 
why AA’ is a rising curve 
while A’A’ is a falling curve. 

In this case the law docs 
not operate because the small 
quantity of coal taken in 
the example does not con¬ 
stitute a unit. In actual prac¬ 
tice we find that the unit of a 
commodity is big enough to 
be of some service. Therefore, 
an ounce of coal is not really 
a unit ; nobody uses coal in 
the units of an ounce ; it 
is only a part of a unit. 


V ' 



(2) Curious and rare objects are alleged to be exceptions to this 
law. A stamp collector will attach greater importance to every new 
album more precious than before. Similarly a man who has the 
hobby of collecting old autographs, will feel more satisfied with every 
successive autograph he is able to collect. This exception is apparent 
rather tlian real because an average man is habitually actuated by 
hobbies ; his simple wants and needs do not share the characteristics 
of hobbies. As such, this example is abnormal. Moreover, even in 
the case of such persons, a point will be reached, howsoever remote 

j i lie ic<iuetic> biiuus so widely and wilji so few c^ct ptions that 

there in no signilicunt inaccuracy in speaking of it as universal.—T'aussig, Prin~ 
eiples oj E-.oiiomia, Vol. I. 

6 Chapman, Outlines oJ Economic'- 
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that may be, when the additional stamps or autographs will give dimi¬ 
nishing satisfaction. 

(3) A drunkard is said to obtain increasing utility from each ad¬ 
ditional peg of wine. The case of a drunkard is obviously abnormal 
since his mental outlook is changed after he takes the first peg of liquor, 
hloreover, a drunkard is not an average man and his actions are, there¬ 
fore, not the concern of an economist. Finally, even in the case of 
such persons a point does arise when the utility of each successive 
dose begins to decrease. This exception is, therefore, apparent, not 

real. 

(4) Love of display, love of power and love of money are said to he 
other exceptions to this law. The lust of this sort is almost insatiable 
and, therefore, the utility of every additional unit of the commodity 
ministering to any of these wants appears to be increasing. Such 
persons, however, are removed from the average man, and Economics 
does not study them. Moreover, even in these cases a point can arise 
when the law will set into operation. All of us have read the story of 
King Midas who was mad after gold but, when given an unlimited 
quantity of that metal soon grew tired and ceased to attach any value 

to it. 

(5) Sometimes it is said that the utility of a commodity begins to 
increase if a larger number of people begins to use it. Telephone is the 
case usually cited in this connection. As the number of persons who 
have telephonic connection increases, the utility of the telephone also 
arises because its owner can now talk to a larger number of persons. 

This example is fallacious, though the fallacy is difficult to 
detect. According to the law, the successive units of a commodity 
give diminishing satisfaction to a consumer.^ If the owner of a tele¬ 
phone takes one more connection, naturally its utility will be less to 
him than that of the former connection. In the example given above 
the telephonic connection vdth a particular person remains only one. 
Since successive telephones acquired by a person have not been taken 
into account, this example docs not come under the law of diminishing 
utility. Moreover, this example anticipates a change in the habit of the 
people which is excluded from the conditions necessar>' for the opera¬ 
tion of the law. 

Real Exceptions 

(1) Professor Taussig mentions that a second or a third reading 
of a good piece of poetry, or the hearing of good music for the second or 
third time, may yield greater utility than the first. This exception seema 
to be real. This is a fact of our ordinary observation. 

However, even in this case a point will arise, sooner or later^ 
when the utility begins to diminish and the law will begin to operate. 
Our receptive faculty is, in fact, subject to exhaustion and takes time 
to recuperate. 

(2) Some economists believe that when we begin to consume 
an article, the utility of each successive unit goes on increasing in the 
beginning. It is only after a certain stage in consumption is reached. 
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which is called by them the ‘point of optimum satisfaction , that the 
utility begins to diminish. (Refer to Fig. 14, p. 100) 

If the psychological assumption of the above example is taken 
to be correct, then it is a real exception to the law which does not ope¬ 
rate till the point of optimum satisfaction is reached. But there is no 
positive proof to support the accuracy of the above statements; the va¬ 
lidity of this exception cannot be definitely ascertained.’ 

intermediate questions 

1. State and explain fully the Law of Diminishing Utility. (Madhya- 
Bharat, I. Com., 1953). 

2. State and explain the Law of Diminishing Utility. What are its 
limitations ? (Patna, 1. A., 1949 S). 

3. Explain carefully the Law of Diminishing Utility. Are there any 
exceptions to it ? (Patna, I. A., 1945). 

4. State and discuss the Law of Diminishing Utility. Draw a diagram 
to illustrate it. (Patna, I. Com., 1952 S). 

5. Write a note on Marginal Utility. (Patna, I. Com., 1950). 

6. State and explain the Law of Diminishing Utility. (Poona, I. A., 
1950). 

7. Explain clearly the idea of utility and state the Law of Diminishing 
Utility. (Punjab, Inter., 1951). 

8. State and explain the Law of Diminishing Utility. What are ita 
limitations ? (Raj., I. A., 1952). 

9. State and explain the Law of Diminishing Utility. Analyse the rca- 
tons for any exceptions. (Raj., I. A., 1949). 

10. State and explain the Law of Diminishing Utility. How docs n 
five rise to Consumer’s Surplus ? (Raj., I Com., 1947). 

11. What is meant by (o) the law of diminishing utility, "''‘i, 
the elasticity of demand ? Is there any conneetjon between the two f (iro- 
vancore. Inter., 1943). 

12. Explain and illustrate the Law of Diminishing Utility. Wkat are 
its \imitations ? (Utkal, Inter. Com., 1952). 


7 'rheBe two exceptions can be concluded from the list of real exceptions, 
if we restate our law as follows : AJttr a certain stage in consumption is reached^ 
each successive unit gives diminishing utility other things remaining the taaae. 



CHAPTER 17 

MARGINAL AND TOTAL UTILITY 


That part of a thing which he is only just induced to purchase may be 
called his niarginal purchase, because he is on the margin of doubt whether 
it is worth his while to incur the outlay required to obtain it. And the utility 
of his niarginal purchase may be called marginal utility of the thing to him.— 
Marshall, 

§ 1, MARGINAL UTILITY 
M^Aiing of Marginal Utility 

Definition. The last unit of a commodity consumed at any 
particular time is kno^vn as marginal or final unit ; and utility of the 
marginal or 6nal unit is said to be the marginal or final utility of the 
article. If a man takes two oranges at a time, yielding 10 and 9 units 
of utility respectively, the second orange is the marginal unit, and its 
utility, namely 9, is the marginal utility of oranges. If he takes three 
oranges, instead of two, the third orange will be the marginal unit and 
its utility, say 7, will be the marginal utility of oranges. 

We can, therefore, define marginal utility as the utility of the 
last unit of a commodity that is consumed at any particular time. 

Essential Conditions. Marginal utility is based upon two essen¬ 
tial conditions : (i) consumption should take place at any particular 
time, i.e., the act of consumption should be regular and unbroken, and 
(rV) tlic utility in question should be the utility of the marginal or final 
unit that is consumed. • 

« 

Illustration. Suppose a big family consumes several maunds 
of wheat at a time. If it purchases only one maund of wheat, then 

it would be the marginal unit; and 
its utility—suppose it is 100—would 
be the marginal utility. If it pur¬ 
chases another maund of wheat also, 
then the second maund becomes the 
marginal unit; and its utility, i.e., SO, 
now' becomes marginal utility. If this 
family purchases five maunds of 
w'heat, the marginal utility declines 
to 10. It becomes zero if six maunds 
are purchased, and —20 if seven 
maunds are purchased. 
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Ih'agrammatic Representation. This table has been represented 

diagrammatically in the 
adjoining figure. Along 
; OX axis we have mea¬ 

sured units of wheat 
and along OY axis the 
units of utility. Various 
I. points have been plotted 

i00j\ and the utility cur\'e 

j^-i \ AA* has been obtained 

i by Joining them. The 

marginal utility of wheat 
540- 100 when only one 

maund is consumed, and 

X. pCP6JnVofSaviety> ^ero when six maunds 

0 ' - 1 r - I ■ £ ■ X, X are consumed.* 

W MAUNDS OF WHEAT^A ^;^ositive, Zero and 

^ ^Negative Marginal 


t \PCPointof > 
MAUNDS OF OTEAT^A 
Fig. 17. 


Negative 

UtUity 


Marginal utility may be positive, zero or negative. When the 


•The above is the example of a divisible commodity. We moy also take 
the case of a cap which is an indivisible commodity. The adjoining .^^hle 
shows utilities derived from the use of a cap. and it has beer diagramaucally 
represented in Fig. 16. OA, AB. BC. CD and DE represent the various units 
and the rectangles standing on them show the utility due to each of them. It 
ift clear that when one cap is used, marginal utility is 30 ; but vs hen tour 
caps are used the marginal utility is zero* 



Fig* 18* 
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consumption of the marginal unit gives some satisfaction, the marginal 
utility is positive', when it neither gives satisfaction nor causes any 
dissatisfaction, the marginal utility is said to be zero', whereas if it 
causes some dissitisfaction or yields disutility, the marginal utility is 
negative. The marginal utility is positive before the point of satiety is 
reached ; at the point of satiety, the marginal utility becomes zero; 
after that point, it actually becomes negative. We can explain this by 
the following illustration : 


Maunds of Wheat 

1 

• • 

UtUity 

100 ^ 


2 

• • 

80 1 


3 

• • 

60 h 

Positive 

4 

• . 

25 i 

10 j 


5 

. . 


6 

. » 

0 

Zero 

7 

• • 

—20 

Negative 


In the table the utility of various maunds of wheat is given. 
Each unit becomes the marginal unit when it is the last unit consumed; 
and its utility becomes marginal utility. Marginal utility is positive 
up to the fifth maund of wheat. It drops down to zero if the sixth 
maund is purchased. If the seventh maund is also purchased, the 
marginal utility becomes negative—it gives disutility. 

If the reader refers to Fig 14 given on p. 100, he will observe 
that so long as the curve does not touch OX, it appears above the OX 
axis, which shows that its marginal utility is positive. It touches the 
OX axis at P where its marginal utility vanishes, i.e., it becomes zero. 
After that tlie curve goes below the OX axis showing that the marginal 
utility thereafter becomes negative.* 


Marginal Utility and Law of Diminishing Utility 

^ In the statement of the law of diminishing utility, we were alt 
along considering the marginal utility. According to ^at law, the 
utility of each successive unit goes on diminishing as consumption is 
continued. This “successive” unit is the “final” or the “marginal” 
unit at that particular moment. As such, we can otherwise describe 
the law as follows. The marginal utility of a commodity goes on dimi¬ 
nishing as its consumption increases, other things remaining the same. 
The law of diminishing utility is sometimes called the law of diminish¬ 
ing marginal utility for the sake of clarity and precision. 


§ 2. TOTAL UTILITY 

Meaning of Total Utility 

Definition. The sum total of the utilities of all the units of a com- 

j 'i Jii i t t \ t i5 the cxflTPple of a dix isible ccfrrrodiiy. In order to study 
th^ cf an indivisible cemmodity, vc mipht refer to ihc example piven cm 
p. 101 in the footnote. It vs ill be seen from Fip. 15 which represents this ex¬ 
ample that the utility of the first three units is positive as the rcctanples appear 
above OX. There is no rectonple with respect to the fourth unit, which showe 
that It does not yield anv utility. Rectangle concerning the fifth unit goes down 
fta line OX. showinR that the utility becomes negative. 
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modity consumed at a particular time, is known as Total Utility. If 
you eat five oranges at a time, the sum total of the utilities of all tlie 
live oranges will be the total utility of the oranges. If, of the five 
oranges consumed, the utility of the first unit of orange is 100, of 
the second 80, of the third 60, of the fourth 20, and of the fifth 10, 
then the total utility of oranges will be (100-f-80-|-60-}-20-f-10 = ) 270. 

As we consume more and more of a commodity, the total utility 
derived from its consumption goes on increasing; but this increase 
takes place at a diminishing rate (or less than proportionately) because 
of the operation of the law of diminishing utility. For instance, if 
the utility of the first unit of orange is 100, the utility of the second 
unit will be only 80 ; so that when two units are consumed, the total 
utility comes to 180 only, and not to 200 which is the corresponding 
proportionate figure. 


Oranges 

Marginal Utility of Oranges 

Total Utility of Oranges 

1 

100 1 

100 1 

2 

80 j 

180 j 

240 )• Increasing 

3 

60 >• Positive 

4 

20 1 

260 1 

5 

10 j 

270 J 

6 

0 Zero 

270 Constant 

7 

1 

—20 Negative 

250 Decreasing 


According to tlic above table of the utility of oranges, if only 
one orange is purchased, we get 100 units of marginal utility and since 
it is the only unit consumed, the total utility is also 100. If the second 
orange is also consumed, then 80 units of utility arc added to 100 units 
of utility given by tlic first orange, the total utility tiius coming to 180. 
Calculations tlius made are shown in the above table. 

An important thing which you must have noticed in the above 
tabic is that the total utility goes on increasing till the arrival of the 
point of satiety. When the point of satiety is readied, the total ufility 
remains the same as before—nothing is added to it nor anything is de¬ 
ducted from it. After the point of satiety is reached, total utility be¬ 
gins to fall.* 

§ 3. TOTAL UTILITY AND MARGINAL UTILITY 

It is interesting to learn the relation between marginal utility 
and total utility at this stage. So long as the point ofl satiety is not 
reached, marginal utility goes on diminishing while the/total utility 
goes on increasing though at a diminiseing rale. At the point of satiety, 
the marginal utility becomes zero but tlie total utility becomes maxi- 

2 I’lie reader should remember that total utility is not taken into account 

while discussing the law of diminishing utility. The latter is concerned only 
with mari'inat utility. It is the rnarginal utility of a commodity, which goes 
on diminishing as the stock of that commodity goes on increasing. 
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mum, full satisfaction having been achieved. Hence it is said that token 
marginal utility is zero, the total utility is at its maximum. Mter the 
point of satiety is reached, the marginal utility becomes negative and 
the total utility begins to fall. If the reader refers to the table given 
above, he will be able to understand the relationship between total 
utility and marginal utility quite easily. 

Marginal Utility, Total Utility and Demand 

We have seen above that as we consume more and more umts 
of a commodity,the marginal utility of that commodity goes on declin¬ 
ing while the total utility goes on increasing up to a certain poinU 
During this time, what is the effect on demand ? 

It is clear that as consumption is continued, our demand for 
successive doses goes on declining. This is for the obvious reason 
that demand depends upon marginal utility; and as marginal utility 
declines, demand also goes down. As such, as we consume more of 
a commodity, our demand for it goes on declining along with a decline 
in its marginal utility.^ 

Role in Determining Price 

We have seen the distinction between marginal and total utility. 
When we discuss the problem of the determination of price under 
“Exchange”, we wiW find that price depends upon (i) utility and (fi) 
cost Which is f/j/5 utility which determines price? Is it marginal 
utility or total utility ? Obviously, it is the marginal utility. For tlie 
price that a man is prepared to offer per article is equal to the utility of 
the last unit he intends to purchase, i.e., marginal utility. Total uU- 
lity is irrelevant in this connection. This is really a problem of theory 
of value and will be discussed in detail under Exchange.^ 


INTEI<MEDI-\TE QUESTIONS 

1. W hat is utili'y ? Dlstinifuish between total, marginal and equi- 

marpinnl utility. ^Pcora, I. A.. locns 

2. Write a short note on Mnri’inal Utility. (Poona, Inter. Com., 1 . )• 

3. Distinguish between Total Utility and Marginal Utility, (Poona, 

I. Com., between Total Utility and Marginal Utility. Can you 

use this distinction to explain why very useful ilnngs (say water) 

free and far less useful things (say beer) are cxpensiNC. (Punjab, Inter., 194 ). 

^ Do vou agree with the statement : “ Total Utility always increases at 
diminishing rate up to marginal point ” ? Give arguments to support the ans- 

wcr. (Kaj.. I. Com.. 


3 See Chapter on Demand under *' Exchange.” 

4 See Chapter on Theory oj Value under ” Exchange.” 



The utility analysis is nothing more than a schematic and very abstract 
account of the process of making these choices.— Davenport, 


§ 1. STATLMENT OF LAW 


Definition of Law 

”*Tvian s income is ordinarily limited while his wants are innumer¬ 
able. His income suffices to satisfy some, but not all, of his wants; 
and he tries to spend it in such a way as to obtain the greatest amount 
of pleasure and satisfaction . A man makes this endeavour almost 
instmetiveiy and without any conscious effort on his part. This he 
does by arranging the various articles required by him in order of their 
utility; and by spending money on them in that order—tlie article 
affording the greatest utility (in return of a unit of money) coming first, 
and the one yielding the smallest utility (in return of the same unit of 
money) coming last. If a man spends his mqney strictly in this order, 
he will discover in the end that tl ic utility of the last unit of mone y tliat 
h e spends on various obiectsJs . more or less, cquaT This giveTrise to 
the Law of Equi~marginal Utility. It may be stated as follows : Maxi¬ 
mum satisfaction out of the expenditure of a given sum can be obtained if 
the utility derived from the last unit of money spent on each object of 
expenditure is, more or less, the same ^. 

IllustratioD 


Let us''illustrate the law by a concrete example. Suppose a 
man goes to the market with Rs. 4 in his pocket, which he wants to 
spend on oranges, caps and milk, and the utility he expects to derive 
from each unit of four annas spent on the various heads is as follows : 


\ 

' » 


\ \ ’ « 1 

4-aDfia Units 

Utility derived from the -l-anna i 

□ nit spent on 

Oranges 

Caps 

Milk 

Ist 

10 

13 

11 

2nd 1 

8 

12 

9 

3rd 

7 

10 

6 

4th 

5 

8 

5 

5th 

4 

6 

4 

r.th 

3 

4 

2 

7th 

2 

3 

1 
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The purchaser will spend the first unit of four annas on the object 
which will give him the greatest satisfaction. In this case the cap is such 
an article—the utility of its first unit is 13 which is maximum. Guided 
by the same motive, he will spend the second unit on the second cap. 
The third unit will be spent by him on milk ; and the fourth on oranges. 
In this way he will go on spending money. The following table ins¬ 
tates the order in which he will spend the four rupees he has got with 
him : 


4-anna Units 

Object of Expenditure 

1 

Utility Derived 

1st 

Cap 

13 

2nd 

3rd 

Cap 

Milk 

12 

11 

4tb 

Orange 

10 

5th 

Cap 

Milk 

10 

6th 

9 

7th 

Orange 

3 

A 

8th 

Cap 

8 

9th 

Orange 

7 


Cap 

6 

11th 

Milk 

6 

12th 

Orange - 

5 

13th 

Milk 

s 

14th 

Orange 

4 

15th 

Cap 

Milk 

4 

16th 

4 


Total Utility Derived from Rs. 4 

117 


The above table shows that he will spend 5 units of four annas 

on oranges, 6 on caps, and 5 on nulk, and will in total derive 122 units 

of utility. This is the maximum satisfaction that he can obtain out 
of his expenditure. If he does not follow this scheme of expenditure, 
he will not be able to derive this much of total utility. For instance, 
if J^^^genJ^iLlinits on cap, only 3 units on oranges and the remaining 
7 umts on milk, the total utility he will derive will come to (13-|-12+ 

10+8-1-7+1 14 - 94 - 6 + 54 - 4 + 2 + 1 =) 116 units only. 
Other variations may be tried by the reader : the result will be the same. 

If you closely mark the first table, a remarkable fact will 

impress you at once, the fact that the utility derived from the last 

unit of money spent on each head is equal, viz., 4. The expenditure 
of money on various heads in order of utility brings about this result. 
It has, therefore, been formulated that if we want to derive maximum 
satisfaction out of our expenditure, we should spend our money in such 
a way as to derive, more or less, the same satisfaction from the last 
unit of money spent on each head. This is the Lato of Equi-marginal 
Vtiliiy. 

Diagramjn^tic Representation 

The Law of Equi-marginal Utility can be represented by a 
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diagram. The above example can be represented as below : 



ORANOESr CAPS MIUK 

Fjr. 19, Illustrating the Law of Fqui-marginal Utility. 

(Figures above rectangles represent the order in which the 4-anna units 

ere fpent). 

The three sets of rectangles represent the utility derived from 
the expenditure of 4-anna units on oranges, caps and milk respectively* 
OX axis has been divided in each case into equal parts representing 
successive units of money spent on the particular item; and the rec¬ 
tangles standing over them represent the utility derived. The dotted 
line is the line of 4-annas utility. So many 4-annas are spent on each 
item as the rectangles cut and touched by this line. The portion of 
rectangles standing above this line (shaded in the diagram) represents 
the Consumer’s Surplus. This can be made maximum only if the above 
order of expenditure is followed. 

§ 2. OTHER STATEMENTS OP THE LAW 
Law of Substitution in Consumption 

The Law of Equi-marginal Utility is also known as the Law 
of Substitution in Consumption. It is so called because, according 
to it, we substitute the commodity yielding greater satisfaction for 
the commodity yielding less satisfaction. This sort of substitution 
is, however, not confined to consumption; for it is practised in pro¬ 
duction, exchange, distribution and public finance as well Tiierclore, 
we call this law, “Law of Substitution in Consumption” in order to 
suggest that we are speaking of it in connection with consumouon. 

8 
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Marshairs Generalised Statement 

We have stated the Law of Equi-marginal Utility above in 
terms of monetary units, but it can also be stated in terms of the units 
of the commodity that is consumed. We should distribute the various 
units of a commodity over its different uses in such a manner that the 
utility yielded by the last unit in each case is nearly the same. In other 
words, the marginal utility derived from its different uses should be 
nearly the same. This would maximise the satisfaction that we get by 
consuming a commodity. From this point of view, Marshall states this 
law in more general terms as follows: “If a person has a thing which 
can be put to several uses, he will distribute it among these uses in such 
a way that it has the same marginal utility”^. 

§ 3. SCOPE AND IMPORTANCE OF THE LAW 

The Law of Equi-marginal Utility is of very great significance. 
It is not only important in the sphere of consumption, but also in 
other departments of Economics. 

Importance of Law in Consumption 

The great advantage in following this law is that the consumer 
is able to derive maximum satisfaction from given resources. The 
consumer can apply this law in (a) spending money, (h) making use of 
a commodity, (c) apportioning money income over present and future 
uses, and (d) allocating a commodity over present and future uses. 

(a) Expenditure of Money. We have already explained above 
how a person can obtain maximum satisfaction out of the money 
that he spends by follo\ring this law. He has only to take care that 
the utility derived from the last unit of money spent on each head' s 
nearly the same. 

(b) Use of Commodities. This law can be made to apply to a 
commodity which has several uses. For instance, if we have 20 
yards of cloth, we can use it for the preparation of shirts or under- 
wears or hurtas or caps. The M'ise course will be to distribute cloth 
on these various uses in such a manner as to derive, more or less, 
the same utility from the last unit of cloth devoted to each purpose. 

(c) Present and Future Use of Money. The whole of one’s 
income is ndt usually spent always on the satisfaction of one’s pre¬ 
sent wants.; because one likes to save something for the future. The 
question that has to be faced is as to how much of one’s income should 
be saved and how much spent away. According to the Law of Equi¬ 
marginal Utility, one should apportion one’s income over saving 
and spending in such a way that the satisfaction yielded by the last 
unit of money in each case is, more or less, the same. This would 
enable one to earn maximum satisfaction. 

fd) Present and future me of a Commodity. Sometimes a 
person uses only one part of a commodity, and sets aside anothe-r part 
for being used in future. Here, again, he should work according 
to tlic Law of Equi-marginal Utility. He should distribute tlie whole 

1 Alarshall, }^ir,cil'Us of Eionwiics, p. 119* 
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volume of the commodity over present and future uses in such a 

anner that the satisfaction yielded by marginal unit in each case 

IS, more or less, the fsame. 

Importance of the Law in Other Divisions of Economics 

The law of cqui-marginal, utility is very important in Con<;nm/N 

ass ,r.KS,r. r “ 

Exchange, again, purchasers purchase the artirl^^ • V ^ 

greater satisfaction for the same price and thus trv to 
In the sphere of Distribution as well the law has an \ 

The theory of equal distribution of wealth which is the h!v 

§ 4. hindrance to the law 

=r or^;:is 

to .gnorance or doc to the absence of calculating habit 9cc„J/ 
even ,f he docs not suffer from this dcficicncv he mar nn, 1 t 

^af ra^tfeanr c‘’h^n‘;:dT ff “ 

Effect of Customs and Fashion on the Law 

Sometimes it is said that custnm<i r«^i • i 

on the operation of the law of cqui-marginll util'itv'‘‘'’Tl'‘'’ 
ment requires close examination. ^ ® ‘ utility. This state- 

Custorns sometimes make the consumption of an article com- 

2 If fh»- pricL- rises, the amount of cornmoditv rU , ■ 

a unit of money w ill decre.-isc and marginal uliUtv of iL t " for 

low suit. Opposite results will iiappen in the caL o/d"*' fol- 
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pulsory. It may be that the consumption of that article afford 
little satisfaction to an individual and, according to the law of equi¬ 
marginal utility, he will like to consume another article in its place, so 
as to get greater utility. But customs might be so strong that he m^y 
not dare do so. In that case he may not be able to follow the law o 
equi-marginal utility. For instance, in a religious ceremony, a Hindu 
has to pay a certain amount, in the shape of Dakshina and other- 
uase, to the priest. If he were to spend that sum on the purchase of, 
say, cloth or sweetmeats, he would get greater satisfaction. But the 
force of custom is so strong that this cannot be done. The law of 
equi-marginal utility is thus interfered with. 

If a man follows a fashion against his w'ish, the same result 
would follow, i.e., the law of equi-marginal utility will be disturb¬ 
ed. A college student may not like to buy a tie but to purchase butter 
instead but it may be a fashion to have at least one or two ties and he 
might have to purchase a tic. In this case, he would spend money 
on an article which gives him less satisfaction and not on the other 
which would yield greater satisfaction. This would be against the law 
of equi-marginal utility. 

It should be clearly remembered, however, that the law of 
marginal utility will be disturbed in practice only if one has to follow 
a custom or a fashion forcibly and against his wish. If a man respects 
a custom or fashion, it means that expenditure according to cither of 
them gives him considerable satisfaction in accordance with tlie law ot 
equi-marginal utility. 

In actual practice in this country, people arc forced to observe 
customs; but most of tliem \\nllingly follow fashion. Ihis applies 
at least to educated persons. We can, therefore, say that in acmal 
practice while custom interferes with the law of equi-marginal utility 
fashion does not disturb it. But this statement is true in a very general 
sense and applies to educated persons only. 

IN'I LKiMl.UlAT h QL LS'l iONS 


his 


t (,/) 1 \phiin the economic principle on which a person should spend 
s rv.ovircv^ over dilfcretu wants, {b) It the last anna which a person spends 
on a him more >atistaction than the last anna he spends ony, how should 

h<-* rcddjust his cxpcndilurt* ? (Bum i. ( otri., 

State and explain the law of cqui-maryinal utility. How does it help 
ns ir. our e\eryday expenditure ? {MaJ/iya lihurut, 1. A., 

Kxplain and illustrate the application of the law of substitution in 
i-pt'iidiiiu income. iPatna, I.A-, 1^50). 

4. ICxplain with exan^ples the principle of cqui-marginal utility. {Patna, 

. V>4l). 

Explain the principle of ccjui-maryinai utility. {Patna, /. Com., 

1'I4S ^). 

State and explain the Law of Lqui-niarj^inal Returns. {Poona, I. 


Com-, 

■; . If you were suddenly to receive a legacy of two lacs of rupees, what 
principle %sould you bear in niind in tej^ulating your disposal of that sum so a» 
to derne maxinium satislaction from that disposal. ZMention some of the im- 
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portant uses to which you will put that money and the relative imporiance that 
you attach to them. (Punj(b, Int., 1948). 

8. State and expain the Law of Equi-marpinal Utility. How does it 

^idc the day-to-day expenditure of a person . (Raj.y !• A 

9. Is it a fact that wants increase more rapidly than income ? If so, 
what steps would you take to balance the two ? (Raj., I. Coin., 1946). 

10. Explain and illustrate the Law of Equi-marginal Utility. What is 

its importance in consumption ? /. Com*^ 1950 S). 



CHAPTER 19 


CONSUMER’S SURPLUS 

Only where the stage has been reached of possible effect of some choice 
on the direction of expenditure, can there he anything in the nature of a real 
•urplus of satisfaction for the consumer#— Toussig. 

§ 1. MEANING OF CONSUMER’S SURPLUS 

^•Explanation. When we purchase a commodity for consump¬ 
tion, we hope to gain some utility by consuming it ; at the same time, 
we lose some utility in the shape of the price we pay for it. In the 
beginning, the utility thus gained happens to be more than the 
utility thus lost ; and we usually go on purchasing a commodity so long 
as the utility derived continues to exceed the utility lost. The utility 
derived from successive units of a commodity, however, goes on 
diminisliing by and by and sooner or later the utility derived equals the 
utility lost, at which point we stop our purchases. It will be un\\nse to 
push purchases beyond this stage since we now stand to lose more 
utility than wliat wc can gain. 

Now. in the case of each unit purchased, except the last one 
we have derived more utility than wliat wc have lost. The surplus 
utility or satisfaction, wliicli is thus acquired by the consumer, is knowm 
as the ‘Consumer’s Surplus’. 

'^Definition. Consumer’s surplus can be defined as follows : 
Consumer's Surplus obtained by a person from a commodity is the 
differenee bctsi'ccn the satisfaction which he derives from it and that 
which he foregoes in order to procure that commodity."^ 

Another Definition. The satisfaction that a consumer obtains 
from the consumption of an article may be measured by the price he 
would pay for it ratlicr than go without it; while the satisfaction he 
loses in procuring a commodity is measured by the price he actually pays 
for it. As such, consumer’s surplus is sometimes defined as the excess 
of xchaf a consumer zoould pay over what he actually pays. 

'^'furthcr Explanation 

"I'lic concept of consumer’s surplus can be explained by four 
definite statements which arc joined to one another conncctively. 
'I'licy are as follows : (1) Tliat we derive greater utility from the 
earlier units and less from the later units. (2) That the price that 
we pay for each unit remains the same, for the same price is paid for 
each unit of a commodity in a market. (3) Tliat we stop our purchases 
when the utility of the thing purchased equals the price paid for it. (4) 
jfence in tlic case of all the units, except the last one, a surplus of uti¬ 
lity shows itself, which is called consumer’s surplus. 



1 I- Iv. (Jrontiil.,ork '.f p. 52. 
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When we purchase several units of a commodity, the utility 
of each unit (except the last) exceeds the utility of the last unit. The 
utility of the last unit purcliased can be measured by the price paid 
per unit. It follows, therefore, that the utility of each unit of the com¬ 
modity (except the marginal unit) is greater than the money paid for it ; 
in other words, a purchaser derives a surplus utility from the purchase 
of all the units except the last one. This surplus utility is known as 
consumer’s surplus. 

Mathematical Formula 

Consumer’s surplus is mathematically expressed as follows : 

Consumer’s Surplus=Total Utility—(Marginal Utility xNo. 

of Units Purchased) 


or C.S.=T.U.—(M.U.Xw) 


Where T.U. is Total Utility, M.U. is Marginal Utility, and 
n is the number of units purchased. We can substitute price (p) for 
Marginal Utility (M. U.) in the above formula. 

V^lustration 


Suppose a man goes to the market, with 5 annas in his pocket 
with a view to purchase some oranges. He thinks that the utility of 
the first orange will be equal to 30 annas ; of the second 20 annas ; of 
the third, 10 annas ; of the fourth, 5 annas ; of the fifth, 1 anna ; and 
of the sixth, zero. In the market the price per orange is, say, one anna. 
Now he will purchase the first four oranges without any hitch because 
the utility of each of them exceeds one anna wnich he will nave to pay 
per unit. He will also purchase the fifth orange ; lie will derive one 

anna worth of utility from it, which is also its price; but lie will 

stop his purchases at this point. In tins case, then, he will derive the 
consumer’s surplus as shown in the following table ; 


No. of Units 

Utility per Unit 

! 

Consumers Surplus per Unit 

1 

I 

i 

30 annas 

1 

30 —] —29 aiiaas 

1 

II 

20 „ .. , 

20-1^19 „ 

HI 

10 

10-1^9 

IV 

5 ,, . . 1 

5—1= 4 

V 

1 anna .. , 

1 

I 1—1= 0 „ 

1 


Total Consumer's Surplus 


Cl annas 


In the case of tue first orange, he derives utility worta iJ amus, 
but he pays only one anna lor it. The surplus utility in this case is 
29 annas. In the case of second or .age similarly consumer’s surplus 
is 19 annas ; and so on. Tiie total surplus is 01 annas. Tins is me 
consumer’s surplus. 
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Diagrammatic Representation 

The concept of consumer’s surplus illustrated in the above 
example is represented diagrammatically below : 



UKITS OF ORA>iGEP 
CONSUirfRR’s CVRPLUS 


Fip. 20. Illustrotinc the Consumer’s Surplus. 

( I nc shaded portion represents consumer’s surplus). 

In the diagram oranges are represented by OX—axis and the 
utility along OY—axis. OX—axis is divided in OA, AB. BC, CD 
and DB, each division representing one orange in order. The rectan - 
gle standing over each of tliem represents the utility that each of them 
yields. The line RS measures the price per orange. The portion of 
each rectangle standing above this line represents the surplus utility. 
T his portion is shaded in the diagram. This entire shaded portion 
represents the consumer’s surplus*. The marginal unit does not 
yield any consumer’s surplus. 


Marshall’s Explanation 


In explaining the idea of consumer’s surplus, Marshall, who 
is the father of this concept, mentions that the price which a person pays 
for a thine can never exceed, and seldom comes up to that which he 
will be willing to pay rather than go without it ; so that the gratification 
which he gets from its purchase generally exceeds that which he gives 
up in p -ying awav its price and he thus derives from the purchase a 
surplus of satisfaction. T he excess of price which he would be willing 


1 il UC buhsmutc a divisibli- commodity, say milk. 


lor eranj^cs which arc 
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to pay rather than go without that thing over that which he actually pays» 
is the economic measure of this surplus satisfaction. It has some 
analogy to rent, but is perhaps best called consumer’s surplus. 

It is obvious that the consumer’s surplus derived from some 
commodities is much greater than that from others. There arc many 
comforts and luxuries of which the prices are very much below those 
which many people \vould pay rather than go entirely without them ; 
and which, therefore, afford very great consumer’s surplus. Good ins¬ 
tances are matches, salt, a one-anna newspaper, and a postage stamp.® 

§ 2. CALCULATION OF CONSUMER’S SURPLUS 

We have given above a simple formula for calculating consumer’s- 
surplus, which is as follows : 

C. S.=T. V~(px n) 

In the following illustration, we will calculate consumer’s surplus, 
according to this formula. 

Illustration 1 

Suppose a person purchases seven yards cloth at Re. 1 per yard; 
and the utility of successive yards to the purchaser is as follows : Rs. 20, 
Rs. 18 Rs. 15, Rs. 13, Rs. 10, Rs. 5 and Re. 1. Calculate consumer’s 
surplus obtained by him. 


in<..v laibic, uur diagrammatic representation 
shewn here : 


will be in the form of a curve .is- 



AA’ curve is the utility curve. PQ line represents the price paid for five- 
units of milk. I'he shaded area is the consumer’s surplus. 

3 Marshall, principUs of Kconomics, p. 124. This l)cnelit, Marshall con¬ 
tinues, may he called the benefit which he derives from his opf.orl uni ties, or 
from his environment ; or to recur to .-i word that was in common use a few 
generations ago, from his conjuncture. Ibid., pp. 124-2.'“. 
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Solution of Illustration 1 

C. S.=T, U.—(/> X n) 

= R8. 20+18-1-15+13-^10-1-5-4-1)—(Re. 1 X 7). 
= Rs. 82—7 
= Rs. 75. 


Illustration 2 

A well-to-do student has five shirts which yield utility as follows : 
Rs. 100, Rs. 60, Rs. 50, Rs, 30, and Rs. 10. The price per shirt is 
Rs. 10. Calculate consumer’s surplus. 

Solution of Illustration 2 

C. S.=T. U.—X n) 

= (Rs. 100+60+50+30+10)—(Rs. 10x5) 

= Rs. 250—Rs. 50 


:=Rs. 200 

§ 3. IMPORTANCE OF CONSUMER’S SURPLUS 

The idea of consumer’s surplus is of enormous importance in 
Economics both from theoretical as well as practical points of v’cw. 

Theoretical Importance 

(1) T’lie theoretical importance of this concept lies mainly in 
the fact that it reveals what substantial benefits we unconsciously derive 
from our surroundings or environment in ilaily life. When we purchase 
a ue\sspapi.r, we pay only 2 as for it; similarly, ^vc pay only 3 picc for 
a matcli-box. llardly do wc realise that tlic utility of these things is 
so great that we may be willing to pay, say even Rs. 10, for each of them 
rather than go without tliem. Consumer’s surplus derived from 
paper is, then, cuual to Rs. 9-14-0 and that from match-box Rs. 9-lo-3. 

(2) This concept makes the difference between value (or value- 
in-exel angv) and utility (or value-in-use) very clear. The value of salt, 
match-box and newspaper is very small but their utility is very great. 

Practical Importance 

(h) Coniparafiz-c Salisfaction Derived by Different Classes. 
People recei\ e tluir income in the sh.apc of money. But tlicir real 
incoini' sliould be calculated in terms of satisfaction which they derive by 
spending their monetary income. Therefore, in comparing the income 
of a person with that of another, wc should try to pay attention to real 
income or sati.sfaction derived from money income. An idea of real 
income or satisfaction derived from money income can be had with the 
help of ctiiisumcr’s surplus. T’hereforc, if we want to Iraculite the 
real income of the same class of persons in two countries, wc should 
try to calculate the consumer’s surplus enjoyed by them. Sup¬ 
pose an Indian is getting only Rs. 100 per month in India while he can 
earn Rs. 200 in Australia. Now, it is possible that Rs. 100 in India 
may alford greater consumer’s surplus than Rs, 200 in Australia. In 
sucli a case he will enjoy greater satisfaction by continuing to live in 
India. In the same manner, we can get an idea ol the economic posi- 
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tion of the same class of people in the same country at different times 
calculating the consumer’s surplus enjoyed by them. 

^-*'•''''(2^ Imposition of Taxes. The Government of every country 
has to collect revenue by imposing taxes. But it makes every endea¬ 
vour to impose only such taxes which might yield substantial revenue 
to cause as little harm to the people as possible. In both these respects 
the concept of consumer’s surplus is of very great help, because with 
its help the possible effects of different taxes on people can be calculated. 
When a tax is levied, the price of the article generally rises. Since 
consumer’s surplus is the excess of the price that a man can pay over 
the price that he actually pays for a commodity, a tax equal to this 
entire surplus can be imposed. The loss of consumer’s surplus due 
to the imposition of various taxes can be calculated : and the Govern¬ 
ment can tlicn choose those taxes which cause the least injury to the 
consumer’s surplus in proportion to their yield. 

Fixation of Price by a Monopolist. The sole seller of a 
commodity is called a monopolist. He can easily earn maximum profit 
because he is the only seller in the market. In this consumer's surplus 
is of great help to him. He can keep the price of his commodity so 
high that no consumer’s surplus is left. Tliis, however, is an extreme 
case, and in practice the monopolist docs not do so for fear of public 
resentment and Government’s disapproval. But he can have an idea 
from the amount of consumer’s surplus K ft with the consumers at 
different prices as to which price will give him maximum possible profit. 

Benefit from International Trade. How much benefit does 
a particular country obtain by trading with another country, can be 
ascertained by calculating the extent by wiiich the consumer’s surplus 
of its inhabitants increases. 

§ 4. CRITICI.'M OF consumer’s SURPLUS 

(1) This Concept is Imaginary and Misleading. Some econo¬ 
mists regard consumer’s surplus as fictitious, merely a figmcJtt of 
imagination. Professor Nicholson is of tfiis opinion. He asks the 
question ; What is the use of saying that tlie real utility of f 1,000 
in Africa is equal to £100 in lingland ? 

This question has been answered by Marshall and Edgeworth 
by saying that it tells us as to how jnuch benefit does a man derive from 
his environment. Moreover, if we say that the consumer’s surplus 
derived from £1,000 in Africa is equal to consumer's surplus obtained 
from £100 in England, tlien people from England would not migrate 
to Africa so easily merely because of greater monetary income in that 
country. It is, therefore, wrong to say that concept of consumer’s 
surplus is fictitious and misleading. 

Consumer's Surplus is not Permanent. It is also said that 
consumer’s surplus from articles of fashion or of luxury is obtained 
only so long as they continue to be fasliionable or costly. If fashionable 
tilings go out of fashion or articles of luxury become cheap, the consu¬ 
mer’s surplus derived from tliem will considerably decline. As such, 
consumer’s surplus is not permanent. 
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But the concept of consumer’s surplus has a definite and fixed 
meaning. That consumer’s surplus does not remain of a fixed quan¬ 
tity, is not its defect. In fact, nothing in the world is permanent. 

{3)^-^onsumer*s Surplus Obtained from Articles of Existence is 
Unlimited. It is also said in criticism of this concept that consumer’s 
surplus yielded by articles for existence is unlimited. For instance, 
if a millionaire is dying of hunger, he may be prepared to pay even a 
crore of rupees for a loaf of bread, but he actually pays for it only one 
anna. Therefore, the consumer’s surplus of a loaf of bread will be 
about a crore of rupees (less one anna). This statement appears to be 
imaginary and meaningless. Professor Taussig states that this is so 
in the case of articles which satisfy conventional wants. 

This allegation does not seem to be very accurate. It is not 
true that consumer’s surplus is unlimited. It is certainly huge in regard 
to the articles of existence, but it can be calculated. 

Decrease in the Utility of Different Units with an Increase in 
Consumption. Professor Patten is of the opinion that as we consume 
more units of a commodity, the utility derived from earlier units goes 
down. Therefore, we cannot measure utility accurately and so also 
the consumer’s surplus. Suppose the utility of the first shirt is Rs. 20, 
but when we purchase a second shirt the utility of the first shirt goes 
down to Rs. 18, and if we purchase a third shirt then its utility goes 
down to Rs. 15. In such a condition we cannot calculate utility accu¬ 
rately. 

Some economists, including Professor A. C. Pigou, consider 
this to be a \^Tong view. Moreover, this criticism is against measuring 
utility, and not against measuring consumer’s surplus. If utility itself 
cannot be measured, the question of measuring surplus does not arise. 

(5)'- We do not also know how much money we will pay for a com¬ 
modity. The reason is that in practice we never experience a si^ation 
of this nature. Therefore, we cannot say what amount we will be pre¬ 
pared to pav for a commodity rather than forego it. It can only be 
imagined. Therefore, consumer’s surplus becomes purely imaginary. 


l N TK R M !•: DIA T F QL FST IONS 


1 rxnlain the doctrine of Consumer’s Surplus. How far is it possible 
to measure this surplus in urms of money ? What is its practical utility ? 
(Andhra, Inter., r'5l'1. 

^ l-xamine the concept of Consumer's .Surplus and discuss how tar 
the suVplus’is sub.-^tantial ? What is the importance ot this concept in hcono- 
mica ? (Bombay. I. A.. h 

^Yritc a short note on Cimsumer s Surplus. (Bonibay, I. Com., 


4. W hat is Consumer’s Surplus? I Uwv dot s it .nrise ? How us it rnea- 
gured ? Illustrate your .answer with a diaqram. iMiidhya Bharat, 1. A.. l‘*53). 

State and explain fully the- Law of Consumer's Surplus. (Madhya 
Bharat. I. Com., 1''51). 

6. Explain the concept of CcTrsumer’s 
you measure it ? (I’atnu, I. A., S). 


Sutplus of satisfaction. Caa 
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7. Explain the concept of Consumer’s Surplus of satisfaction. (Patna, 
I. Com., 1949). 

8. Write a short note on “ Consumer’s Surplus." (Poona, I. A., 1949). 

9. Write a short note on " Consumer’s Surplus.” (Punjab, Inter., 
1949). 

10. What is Consumer’s Surplus? Explain fully with the help of a 
diagram. (Raj., I. A., 1932). 

11. What is Consumer's Surplus ? How is it measured ? Why does it 
arise ? (Raj., I. A., 1941). 

ir. What is Consumer’s Surplus? How does it arise? How is it 
measured ? (Raj-, I Com., 1931). 

13. What is Consumer's Surplus ? Explain it with the help of a dia¬ 
gram. iTr.va.icorc, Inter., 1943). 

14. What is Coiistmer's Surplus ? Show with the help of an illustration 
how this surplus arises ? (Utl al., i. Lom., 1/49), 
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Sanitation in any accepted sense of the word is practically non-existent- 
7’he public latrine is too often the bank of a river or the margin of a tank.. .. 
Unprotected wells and tanfc=«. unswept village streets, closed, pent up windows 
excluding all venti’aHon—in such conditions does the average villager bye, and 
yet observes a remarkably high standard of personal cleanliness and tidiness.— 
Linlithgow Report. 

After studying wants and utility, we may now turn our atten- 
don to the subject of Standard of Living. The quantity and quality 
of everything that a man consumes is reflected in his standard of living- 
Standard of living of a person is, as such, the index of his economic 
progress. On the same reasoning it can be shown that the standard 
of living of a nation is the true measure of its economic progress. It 
is, therefore, important to study the subject of standard of living. 

§ 1 . STANDARD OF LIVING 
Meaning of Standard of Living 

Everyone of us consumes certain articles of necessity, comfort 
and luxury. Through long use we become so much accustomed 
to them that we feel acute pain if we miss them. The articles of 
necessity, comfort and luxury, to which a man becomes habituated, 
constitute his standard of living. Otherwise expressed, standard of 
living signifies the wants one habitually satisfies. 

It follows from the above tliat the standard of living is, more or 
less, a matter of one’s habit, and, therefore, does not change quickly 
and* easily. Habit, the so-called second nature of man, does not 
change soon ; and the standard of living of a person is more or less 
fixedr It is, however, comparatively easy to raise the standard of living 
than to low'er it. 

In our daily life we often hear and talk about standard of living, 
Usuallv this term is used in a comparative sense. We occasionally say 
that the standard of living of an Englishman is higher than that of an 
Indian, and tlie standard of an American is superior to that of an 
Englishman. A higher standard of living signifies tlie satisfaction 
of a larger number of, and more wisely selected, w'ants ; w'hereas a lower 
standard of living signifies the satisfaction of few wants which may be 
unwisely chosen. Obviously, the higher standard of living leads to 
a richer, fuller and materially happier Mfe, while a lower standard of 
living results in poor, incomplete and materially inferior life. 
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Factors Governing the Standard of Living 

It is, therefore, t!ie endeavour of every individual and nation, 
to achieve a high standard of living. But what are the factors on 
which the standard of living depends ? These factors are mainly two : 
(1) the amount of income spent, and (2) the wisdom with whicli it is 
spent. Other things being equal, a rich man is in a position to satisfy 
a larger number of wants than a poor man and, therefore, has a higher 
standard of living. Again, of the two persons who have equal incomes, 
the one wlio spends liis money more wisely w'ill have a higher standard 
of living tlian the other. 

Evidently excellence or otherwise of the standard of living docs 
not depend only on the income of a person ; wisdom in expenditure is 
another important factor. An expetnwe stajidard of livirijy, in other 
ivords, is not necessarily a high standard of living. An illustration may 
be given to explain this point. Suppose Atma Ram earns Rs, 200 per 
month whereas Dnbu Ram earns only Rs. 100 per month. Atma Ram 
may be a reckless fellow, spending money on thouglitloss objects. He 
may be addicted to drinking, cinema and such other habits which may 
claim about half of his income or even more. He may spend the rest 
of his income in a similarly careless fashion—in taking food at hotels, 
on show’y and costly clothes and in consuming cheap luxuries. The 
quality of his total consumption is obviously inferior; his standard 
of living will be called rather poor. Babu Ram, on the other hand, 
may be very wise in his cxpendittire. He may spend a fair part of his 
income on healthy and nutritive diet, may live in an open house and may 
wear dean, tidy and durable clothes. He may also spend something 
on education and save a little for the “rainy day”. His standard of 
living is without doubt fairly high. In tliis illustration, then, though 
Atma Ram earns twice as much as Babu Ram, still the standard of 
living of the latter is superior to that of tlic former ; because B.ibu Ram 
spends his income very wisely, whereas Atnja Ram spends it very 
carelessly. Therefore, it is wrong to argue that a costly standard is 
necessarily a high standard. Unless other things are supposed to be 
equal, an expensive standard must not necessarily be a high standard. 


Importance of a High Standard of Living 

In modern times all of us try to maximise our material welfare ; 
that is why the present age is often described as the “Age of Materia¬ 
lism”. I'rue to the spirit of the times, individuals and nations believe 
that a high standard of living is an ideal which sliould be tried to be 
achieved and striven for. Whenever any individual finds that he can 
increase his income and raise his standard of living in some way or the 
other, he generally tries to make use of the opportunity. Indeed, 
there are persons who do not even produce children so that they may 
be able to maintain a high standard of living. As has been wittily 
remarked, a new couple lias to choose between a car and baby; and often 
the car wins ! What is true of an individual is also true of a nation. 
The modern nations try to harness all the natural resources like water¬ 
falls, forests, mines, fisheries, etc., and use scientific methods of 
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production to make their people richer than what they are. A nation 
believing in high standard of living exploits its resources to the 
maximum degree in the productive operations, thus paving the way for 
maximum consumption for its members. In fact, a higher or lower 
standard has become the index of an advanced or a backward nation 
respectively. 

There are, however, certain thinkers who do not attach much 
value to material progress ; and to tnem the spiritual advancement, 
the advancement of soul and mind, is the only worthy ideal to be fol¬ 
lowed. Such people do not believe in a high standard of living. On 
the otner hand, they stick to the principle of “simple living and high 
thinking”. Alahatma Gandhi and Tolstoy Nvere representative tninkers 
of tliis school. From an economic viewpoint, it can be stated by way 
of criticism that this attitude is not helpful for material progress and 
does not, therefore, receive the sanction of economists. Even from a 
broader standpoint tliis ideal becomes, at its best, merely theoretical. 
In these days of dire materialism when human blood is spilt more 
carelessly than water for achieving material objects, no country can 
hope to keep its head high unless it is materially strong. The 
younger generation of India docs not, therefore, agree with the Gandhian 
ideal fully. 


§ 2. KA.MILY BUDGETS 

In a preceding chapter we had discussed how a person can 
derive maximum advantage out of his expenditure by following the 
law of equi-niarginal utility. 'The pursuit of this object becomes 
convenient and easy if proper family budgets are maintained; and varia¬ 
tions are elleeted m the nature of expenditure as suggested by tlie 
budgets. I'umily budgets have also other important advantages of 
considerable and vital economic signincance all of which go to make 
tlieir study an important subject in Economics. I’hey have been 
collected in various countries of the world and valuable information has 
been drawn from them from time to time. 

Meaning of a Family Budget 

A family budget, it may be stated, consists of a detailed descrip¬ 
tion of the income and expenditure of a family, and has reference to a 
particular period, a month or a year. It can, therefore, be defined as 
a dctaik'd stulcment of the estimate of income and expenditure of family, 
nlutitig to a particular period. 

Form and Contents of a Family Budget 

A family budget begins with a mention of the members of the 
family in question and the annual (or monthly, as the case may be) income 
thereof. Thereafter are given, in a classified form, the various groups 
and items ol expenditure. The total quantity of each commodity 
consumed, the price paid, the total amount spent, the percentage that 
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the amount spent on each head bears to the total incom3 and the remarks, 
if any, are all given in detail. A rough form follows here. 

BUDGET 

No.of members . {men^ toomen and children with their 

ages., to be mentioned). 


Annual income 


Items of 
expenditure 



Quantity consumed 


In a week 


or 

month 


W T3 
C o 
C9 C 

p 5 
erg 
c 

* 8 

o 


Amount 

^spent 


Price perl 
unit U? 


T3 

C 

o 

X 

o o 

^ E 

O § 

o ^ 
euo.5 


^ ” C 2 


2 ® 
4^ o 

a. 



The most important group of items of expenditure in a family 
budget is food. Tne total amount of income sp-mt on food varies from 
abojt 5U per cent to about 60 per cent. Clotiiing is the next impor¬ 
tant group ; about 18 per cent of one’s income is spent on this object. 
Lo Iging claims 12 cent and Heat aid Light another 5 per cent of one’s 
income. Education, taxation, health and servants are other items of 
expenditure. 


§ 3. engel’s law op consumption 

Important studies of family budgets have been carried on in 
various countries of the world. Probably the most important of such 
studies was made by Dr. Engel in the year 1857 in Saxony (Germany). 
He divided tlie families living in Saxony into three classes : the labour 
class, the middle class and the well-to-do class. The main items of 
expenditure were classified by him into the following groups : (i) Pood, 
{lit Clothing, {Hi) Lodging, (/-/ Heal and Light, and (.-) Educauon, 
Health and Servants. He tried to find out the percentage of income 

9 
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Spent by each class of families on the various heads. The result of bis 
investigation is presented in the following tabled : 



Percentage of its income spent by— 



Middle 1 


Items of o'pendlture 

Labour class 
family 

class i 
family 

WeU-to-do 

family 

1. Food 

fO 

55 

50 

2. Clothing 

18 

18 

18 

3. Lodging 

12 

12 

12 

4. Heat and light 

3. Education, health and 

5 

5 

5 

servants, etc. 

5 

10 

15 

Total 

100 

100 

1 

100 

1 


As is clear from the table, Engel discovered that, as the income 
increases— 


(1) The percentage of it spent on food decreases ; 

(2) The percentage of it spent on clothing, lodging and heat 

and light remains the same ; 

(3) The percentage ofitspent on education, health and servants, 

etc., increases. 

Briefly , it may be stated that as the income of a family increases^ 
the percentage of income spent on food decreases^ that spent on clothing, 
lodgings heat and light remains unchanged, and that spent on education, 
health, servants, etc., increases. This is known as the Engel*s Law of' 
Consumption. 

Diagrammatic Representation 

In Fig. 22 on p. 132, the height of the rectangles shows the- 
percentape of income ; and their width, the amount of income. The- 
first rectangle is the wMest and lerre ents the ric est family ; he last 
ttctangle is ibe leas wide ard represents the pc ores! family. 

The amount spent on food by rich family constitutes only 50 per 
cent of its income ; that spent by middle class family, 55 per centf 
while that spent by poor family, 60 per cent. The bars are marked | 
likewise. But this does not mean that the total amount of money spent 
by rich family on food is least; and that spent by poorest family, the 
biggest. It cannot be, for though the rich family spends only 50 per 

1 The above table has been amplified from the original given by Engel!!^ 
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cent of its income on food, that income is very large; as such, this 
amount is larger than the amount spent by the poor family on the same 

object. This point can be easily understood from the diagram. The 
total amount spent on various heads is represented by the divisions of 
rectangles ; and the first division of the rectangles, representing the 
amount spent on food, is biggest in the case of the rich family. Similar 
considerations apply to other items of expenditure. 

§ 4. THE IMPORTANCE OF FAMILY BUDGETS 

The preparation and the study of family budgets is of supre¬ 
me importance in Economics. Not only in the field of Consumption, 
but also in the spheres of Production, Exchange and Distribution, their 
importance is being realised with increasing force. Family budgets 


As the latter has acted as a guide and a standard of comparison to later inqui¬ 
ries and occupies a unique position in Economics, it n ay be produced below— 


Proportions of the expenditure of the 

family of— 


Items of expen¬ 

1 

2 

3 

diture 

1 

j Workman 

Workman 

Middle class 


with an in¬ 

with an in¬ 

person with an 


come of 45/ 

income of 90/ 

come of 1 0/ 


to 60/ a year 

to 120/ 

to 200/ 

1 

I. Food . . ; 

62-0 p.c. 

55-0 p.c. 

50-0 p.c. 

2. Clothing 

16-0 p.c. 

18-0 p.c. 

18-0 p.c. 

3, Lodging 

12-0 p.c. 

12-0 p.c. 

12-0 p.c. 

4. Light & fuel .. 

5-0 p.c. 

5-0 p.c. 

5-0 p.c. 

5. Education 

2-0 p.c. 

3-5 p.c. 

5-5 p.c. 

6. Legal protection j 

1-0 p.c. 

2-0 p.c. 

3-0 p.c. 

7. Care of health.. ' 

8. Comfort and re- \ 

1-0 p.c. 

2-0 p.c. 

3-0 p.c. 

creation 

1-0 p.c. 

2-5 p.c. 

3-5 p.c. 

Total 

100-0 p.c. 

100-0 p.c. 

100-0 p.c. 
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have profouad importance to householders, economists, statesmen and 
social reformers alike. 



Fig. 22. Ilius'r.ktini' the Fngcl's Law. 

Importance to Householders 

The familv budgets help a householder to fo low the 
cqui-marginal utility. If he has no famdy budget, he might spend 
Ins ncoinc unwisely. For instance, he might its major P^t 

in ‘^och recreations and luxuries as emema shows crossword puzz^ 
and other things of like description with the result that adequate 
mav not he left for taking care of other important items of expenditure 
Put if he keeps a familv budget, he will at once detect that there is 
amount standing against the item of recreation which can be curtailed 
with advantage ; and if that sum is spent on other useful objects, he will 
gain in total utility. 

Not only this, it also enables him to distribute his income pro- 
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portionately ^e-een expendi.re and^savi^^^^ 

money so recklessly as to leave y hardship and 

Importance to Economists 

on the bed-rock of family budgets. 

fl) The study of family budgets gives an ‘f ‘'’‘= f“'f 

prjKr.; .h. d... ta 

to'rS™r economic reiationslup. 

bLng-n; 

Vy t^t chssVf^erns yisely or not Jf ■-h- f«« 

lie and how can the people be made to tlcrivc gre 
eapcnditure.^^^ budgets also show tlie taxable capacity °f 

numbers. The suggest^he minimum wage which must 

ine from unnecessary strikes and lockouts. 

® (5) Family budgets arc also important because “’’tarn econo¬ 

mic la^^ are basJd on Lir study, ^be E-ge s -aw o Con umpn 

s=? ;x;ur;;s"::'.jrziss 
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Importance to Social Reformers and Statesmen 

Social reformers derive much inspiration and many lessons from 
family budgets. To give only one instance, they discover from family 
budgets the extent of richness in the country, the extent of poverty in 
it, and the extent of difference in the position of the rich and the poor. 
The budgets may also give an idea of the causes and nature of the social 
degradation and misery of the masses and the superficial and plentiful 
existence of the limited few. They may even make it the basis of a 
movement in favour of equitable distribution of wealth and income. 
Similarly, statesmen can make it the object of their activities and bring 
about a reform in a decisive fashion through taxation and other legisla¬ 
tive measures. 

INTERMEDIATE QUESTIONS 

1. Write a note on “ Engel’s Law of Consumption.” (Madhya Bharat, 
I. A., 

?. What are Family Budgets ? Make two family budgets, one of a 
fflt-mer nnd another of a teacher. Compare and contrast them in regard to 
different items of expenditure. (Madhya Bharat, I. A., 1952), 

3. Write a note on ” Standard of Living.” (Madhya Bharat, I. Com., 

1952). 

4. Write a short note on “ Standard of Living.” (Poona, I. A., 1950). 

5. Write a note on ‘‘ Engel’s Law of Family Expenditure.” (Poona, 
I. Com.. 195f). 

t'. What is the connection between wants and Standard of Living ? la 
an increase in wants always desirable ? (Punjab, Inter., 1949). 

7. What are Fa nily Budgets ? Discuss the advantages of their pre« 
paration and study to (u) the householders, (6) the statesmen, (c) the social re¬ 
formers. (Raj., I. A., I9a5)* 

8. What are the factors which deter.-nine the Standard of Living of an 
individual ? Do you believe in the maxim of *'Simple Living and High Think¬ 
ing ” ? Does high standard of living always lead to greater cihciency ? Give 

reasons for y.> )r answer. (Raj,, I. A., 19a5). 

9. Explain Fngal’s Law of Consumption. (Raj., I. A., 1952). 

in. Write a note on Standard of Living. (Raj., I. Com., 1953). 

11. Write a note on Family Budget. (Raj., I. Com., 1952). 

12. How docs the Standard of Living affect wages ? Can you get higher 
wag s by raising your Standard of Living ? (Raj., I. Com., 194‘>). 

13. W hat is Engel’s Law of Consumption ? How far arc its conclusions 
applicalilc to Indian conditions ? (Raj., I. Com., 1950). 


CHAPTER 21 

INCOME, SPENDING AND SAYING 

When it is matter of spending income, everyone wishes to pet as much 
as possible for his money, and is. therefore, anxious that the price of the things 
he buys should be as low as possible.—Lavton. 

§ 1. INCOME 

We had discussed in a previous chapter that in the primitive 
stage of civilisation human beings used to satisfy their wants directly. 
It they felt hunger, they plucked some fruits or killed some ammals, and 
atethemup. If they wanted shelter, they made a crude covering orhut. 
Other wants were similarly satisfied by one’s own direct efforts. In 
course of time this stage of direct satisfaction of wants was superseded 
by the stage of indirect satisfaction of wants. In the modern society 
a man makes an economic effort which brings him certain money income. 
He spends this income on the objects of his desire and thus satires 

his wants. The satisfaction of wants thus comes through income. The 

following diagram illustrates this process : 

INCOME 


Satisfaction 


You may come aross certain persons even today who may be 
found to satisfy a large number of their wants directly, without the 
intervention of income. This is more true of people living in villages 
than of those living in cities. In villages there are persons who grow 
the corn they consume ; stitch the clothes they wear ; prepare the house 
they live under ; cook the food they eat ; and satisfy other wants through 
their own direct efforts. But such cases arc rare and cover a compara¬ 
tively small part of the whole field of economic wants. As a general 
rule, it is the income which plays the central part m the satisfaction ot 
wants. Efforts bring income ; which when spent, brings satisfaction. 

Disposal of Income 

The satisfaction of ihe present wants is achieved fo* ihc most 
part through income ; but the whole of the income is not aval.able for 
this purpose. The income earned by a person is devoted to two 
groups of objects, as follows : 

(a) Social Objects : (i) Compulsory Payment—Tax, and 

(iV) Voluntary Payment—Ch-rity. 
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(i) Personal Objects : (i) Sperdirg, (it) Saving. 

ard (m) Hoarding. 

Social Objects. A modern man lives in a society ard derives 
certain conveniences ard privileges frem cemmunaf life. He, in 
turn, subjects himself to certain liabilities to the society. He has to 
pay taxes to the Central and State Governments and to Municipal 
Boards, so that the administration of the country. State and cities may 
be cfliciently carried on. The payment of taxation is, of course, com- 
pi Isory, but there are cases of voluntary expenditure incurred for the 
benefit of society. Money given as charity to the poor, endowments 
and donations to educational and other philanthropic institutions are 
some of the examples. 

Personal Objects. However, a substantial and large part of in¬ 
come is spent on personal objects or on the satisfaction of personal 
wants. The am.cunt devoted to this purpose m.ay be either (i) for the 
satisfaction of immediate wants, or (») for the satisfaction of future 
wants. The dizoiion of ineeme for the satisfaction of the present tcants 
is kmti n as spending. The am.cur t set aside for the satisfaction of future 
wants is known as (f) hcaiding^ if the amount is rot utilised in some pro¬ 
ductive manner, as for example, if it is closed in an iron safe and kept 
there for future use ; or {it) sa^ing^ if this am.cunt is used productively, 
re., if it is de posited in a bank on seme interest. The following chart 
illustrates this classification of income. 

INCOME 


Spent on personal 
objects 

1 

Spent on 

1 . 

social object® 

1 

1 1 
Immediate Future 

wants wants 

1 1 

1 

Voluntary 

payments 

1 

1 

Compulsory 

payments 

1 

1 1 

Spending [ 

1 

Charity 

Taxation 

1 . 

Hoarding 

* 1 . 

Saving 



Economies of ch.nrlty shall not be discussed in this book ; it is 
a quest’ori of ad^■^'^c^d ccorcn'ic study. Tlie study of taxation is 
postponed to Part VI of this hot k where a detailed discussion of the 
subject will be given. In tliis chapter we sfiall throw some light on 
economics of sptnding, hoardirg ai d saving only. 

§ 2. ECONOMICS OF SAVING AND HOARDING 

According to tliC analysis of income presented in § 1, saving is 
that part of income which is set aside in some productive form for 
meeting fi ture wants. Sa\ing is to be difTcrentiated from hoarding 
which can be defred as tl:e putting aside of income in an unproducti\ e 
manner for the satisfaction of future wants. If a man puts a sum of 
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Rs. 5,000 in an iron safeto be used in future, he does not use the money 
productively ; therefore, it shall be called hoarding. But if he deposits 
this sum in a bank at interest, he uses it productively and this will be 
called saving.^ 

Saving versus Hoarding 

The money hoarded is a dead loss to the owner and to the country 
at large. You may be aware of certain misers who are very averse to 
spending ; nor do they like to entrust their money to the bank lest the 
bank fails or their actual wealth is known to other people, particularly 
the income-tax officer I They lock up their money in an iron safe or 
bury it underground and are happy to possess it. This sort of hoard- 
ding does not vield any material welfare to the hoarder ; the money 
hoarded is as good as not possessed. Such money is of no use to the 
country at large which almost loses it since it cannot be devoted to any 
productive purposes. Hoarding is, therefore, to be discouraged. 

Saving, on the other hand, is beneficial to the saver and the 
country alike. The person who puts some money, say, in a bank 
for the’“rajny day” earns interest during the period he does not re(iuire 
it The' money deposited in the bank is lent out to industrialists, traders 
arid agriculturists and goes to increase the wealth produced in the 
country.* 


§ 3. SPENDING AND SAVING 

Relation between Spending and Saving 

The relation betw'een spending and saving has been lucidly 
explained by T. S. Penson in the following words ; “Spending and 
saving have one thing in common. In both cases wealth is given m 
exchange for certain goods and services, but the difference is tiiat the 
eood^^ and services arc not pot to the same use. In the case of spending, 
the goods and services are applied directly to the satisfaction of wants ; 
in the case of saving, the goods and services are applied to the produc¬ 
tion of other wealth, and so they bring satisfaction of wants indirectly 
instead of directly. For example, if a man who was about to spend 
/ 1 no on additional furniture changed his mind and bought instead new 
inventions or appliances which would enable him to get more work 
done in a given time, he would have substituted saving for spending ; 
in each case a purchase would have been made, but the use to winch 
the thing purchased was put was wealth production instead of wealth 

consumption. 

“It would appear then that spending and saving arc both 
essential features of our everyday economic life. Wealth is only 
produced because there is the desire to consume it, but since capi¬ 
tal, the result of saving, is one of the necessary factors of wealth 


1 The motives leading to saving have been discussed in Book III of thie- 
▼olume. 

2 Saving, it will thus be appreciated, is synonymous with ‘capital.’ Sav¬ 
ing means conversion of ‘wealth ’ into ' capital.* 
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production, wealth must not only be produced for present consumption, 
it must be produced also for consumption at a future date.”* 

Importance of Savings 

Savings are of very great importance, both to the income receiver 
as well as to the country as a whole. 

Importance, to the Income-Receiver. It is a well-known wisdom 
to spend only a part of one’s income and to save the remaining part. 
‘‘Cut your coat according to your cloth”, is an old saying and implies 
tliat one’s expenditure should be ^nthin one’s income. In life one has 
to face many contingencies when money alone can help one. For 
meeting such contingencies, a man must save something from his cur¬ 
rent income, so that his past savings may come to his help when he is in 
financial difficulty. In particular, a man must save for the three follow¬ 
ing purposes :(;) He must save to meet some emergency, e.g., sickness, 
marriage, education, etc. (iV) He must save something as a provision for 
his old age. In old age, the earning capacity of a man declines or stops 
but his expenditure does not stop. Only his past savings can come to 
his help then, (m) He must also save something as a provision for his 
dependents after his death. A man who is without any past savings 
has to face all sorts of diiHculties in life and is sometimes even utterly 
ruined. 

Importance to the Country. In modern times, production on a 
large scale is impossible without large capital. Capital is formed 
out of the savings of the people. It is, tlicrefore, imperative for a coun¬ 
try wanting to have rapid economic progress and high standard of living, 
to liave large savings and capital. Economic progress of our country 
has been very much held up for want of capital. 

Spending iirsus Saving 

It is Sometimes argued as to whether saving is more important 
ih.in spending or spending is more important than saving. Arguments 
arc given on both ilic sides by tiie advocates of the opposing camps to 
tlii u own satisfaction. We shall point out what these arguments are 
and wliat are their defects. 


I’hose nvIh) think that saving is more important than spending 
argue tliat ^avlng leads to tlic accumulation ot capital, so that if we 
iiave plenty capital we can increase production to enormous extent, 
i ms will give rise to an era of prosperity; trade will be brisk; labourers 
\sill lind belter and iiKjrc* employment than before ; businessmen will 
earn decent ju ohts ; material prosperity will be visible on all sides. 


'"I'he argument of the saving group is only partly correct. Pros¬ 
perity IS not Inc result ol production alone, (joods produced must be 
sold, '^rhe sale of the guo^ts produced is the real crux of the entire 
business problem. One inigiit increase production to any extent, but 
it he cannot dispose of the g^ods produced, then production will be of 
no account. It will, on the otner band, lead to a “glut” in the market, 
sagging prices, trade depressiun, siirinking production, decreased em- 


3 i’enson, The Economics of Everyday Life, Vol. , pp. 51-52. 
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ployment and low wages. But the goods produced can be sold only if 
people spend money. The conclusion, therefore, is that prosperity, 
which it is supposed can be brought about by an increase in saving, 
Tequires for its support increased expenditure. As such, the idea that 
saving is more important than spending is not accurate. 

The argument of the advocates of spending group is similarly 
fallacious. They argue that if people spend money freely and on a 
large scale, goods will be sold in plenty; trade activity will be increased; 
production will get a stimulus; employment will go up; wages will also 
look up; and an era of prosperity will set in. 

This argument can be easily criticised. It envisages the circle 
of prosperity as a result of increased expenditure. Increased expen¬ 
diture, it is said, leads to increased production. But increased pro¬ 
duction cannot become an accomplished fact unless saving on a large 
scale has been done, so that sufficient capital is available for large-scale 
production. As observed above, saving is as much necessary for 
economic prosperity as spending. 

It is, therefore, abundantly clear that for the economic welfare 
of a country saving and spending are both important. Just as both 
the legs of a man are necessary for walking, similarly both saving and 
spending are necessary and essential for the proper functioning of the 
national economy. Nobody can say whicli of the two legs is more 
important, for both are necessary for walking; similarly it cannot be 
stated, with any show of reason, whether saving or spending is more 
important in the interest of the economy, because no economy can 
be prosperous without either. 

Another Form of the Controversy. The controversy as stated above 
is evidently misplaced; no party to the controversy is absolutely cor¬ 
rect. The controversy can be presented in a sligiitly different form, 

when it becomes quite sensible as well as important. We may very well 
ask I Should a country spend more or save more at any particular 
moment .' This will depend upon the requirements of the moment. 
If, at that moment, the country in question has enormous capital 
accumulations so that the entire output is not likely to be sold off, it 
is essential that emphasis be laid on spending. For instance, during 
the great Depression of 1929-32, tliere was a glut in the market and 
spending was of better help to the economy than saving. If, on the 
other hand, there has been disproportionate spending of money at a 
particular moment, so that the capital resources are exhausted, obvi¬ 
ously saving is more important than spending. For instance, after the 
First Great War it was found that countries had been spending money 
very recklessly during the war without any regard to their capital accu¬ 
mulations, with the result that after the war much capital was required. 
At a time like this, saving is more important than spending. 

How Saving is made in Practice 

We have discussed the problem of spending versus saving in 
its theoretical aspect. Let us now examine how does a man decide 
what amount of his income he should spend, and wliat amount iie 
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chould save. If we look around us and try to study the psychology of 
those who save something, we would get an answer to our question. 

Broadly speaking, persons can be divided into two classes, viz.^ 
(i) Those who save a certain percentage of their income, and 
decide to spend only the balance. There are some persons who 
deposit say 25% of their salary or income in bank, and spend only 75 /q. 
The^c are the persons who have control on their expenses who have 
coollv and carefully mapped out their requirements and ^ho are sys¬ 
tematic in their general outlook. But it does not necessarily follow 

that their expenditure is wise. Their expenditure, in f 

will be wise if in 75% of their income, they live well and wnthout 

difficulty. 

(ft) Those who spend money freely and whatever rernains 
with them at the end of the month is kept by them as saving. Such 
persons attach greater importance to the present than to 
and arc generally careless in their plan of expenditure. Though it 
is possible even here to exercise some control on expenditure, but 
this control is bound to be very weak. Here also we cannot 
the expenditure is wise ; on the other hand, since it is planless, it may be 

very unwise. 

Nnnc of these methods is, however, ideal. The first method 
is too rough and unscientific. There is no sanctity about any parti¬ 
cular percentage and it would be foolish to say that if one savws a certain 
percentage of one’s income, it will be a very wise thing. The second 
method is too careless and docs not attach proper importance tc saving 
according to his status. He should try to envisage his want of money 
in future; and he should determine his savings accordingly. Thus 
his present expenditure should he determined according ‘ol'is needs 
and status, his savings according to his future needs ; and in this 
a proper proportion should be maintained between spending and saa mg. 

5 4. TFFFCTS OF INDIVIDUAL SPENDING ON SOCIETY ^ 

Tn tlie foregoing section wc surveyed the effects 
.pentbr^e on the particular individual concerned. U 'vould be readily 

arnreciated tl’.-it since an individual lives 

affect its well-being, his method and nature of 

cffect.s on the welfare of the society he belongs to. 

harm the society tlirough his spending. By spen mg ■ ' fr- ■ 

thv and snlutarv obiects he mav contribute to d^rfo; 

a.hi to tlic rirhness of the sorwn’ as a whole, and provide an ideal for 
others to folh'w. Or. he mnv indulge in harmful consumption of 
intMvIrating drugs and liquors and things of that nature. 
in, lUrh nt. prejudice the rich.ncss of the society, and set a bad example 

ThVefTects of an indivi.lual expenditrirc on society studied 

under two heads :(0 ciTects on production and (») effects on 

siiruptifin. 

Effects on Production 

An individual’s method of spending has considerable bearing 
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on production, for production closely follows demand : whatever is 
<lemanded is produced. Thus production may be good or bad, more 
or less. More specifically, the following are the effects of individual 
•expenditure on production : 

(a) The method of individual expenditure may divert produc¬ 
tive resources (labour, capital, etc.) from one channel of production 
to another. Productive resources are devoted to the production of 
those goods that are demanded and taken auay from the production of 
those goods the demand for which slackens. I his diversion of resour¬ 
ces may be good or bad from the point of view of material prosperity. 
If, at any particular moment, housing scheme for labourers is the most 
pressing necessity, but some rich fellows demand beautiful and costly 
clothes, productive resources will be diverted to the production of the 
latter : such diversion will be socially injurious. This sort of misdirec¬ 
tion of productive resources can be checked by state interference. 

(b) The nature of individual expenditure may lead to tJic 
employment of labourers in healthy and useful avocations or in danger¬ 
ous and injurious lines like the production ot explosives and anus, 
•etc. The former do not injure labourers ; but the latter take a heavy 
toll of human life, while some of them give rise to abnormal and injurious 
tendencies for crimes and such other nefarious acts. 

(c) A consumer may, through the nature of his expenditure, 
increase or decrease his clficiency which will be reflected in liis 
productivity. He may thus make the society rich or poor. He may 
exert similar influences on otlicrs with similar results. 

Effects on Consumption 

The nature of the expenditure of an individual affects the nature 
of expenditure of other members of society as well. The instinct to 
follow others is strong in human licarl. 'I'lie social tics suengtiicii 
this tendency. If a person takes to drinking, he may persuade otuers 
to indulge in the same vice, and the habit may spread. Again, if his 
resources arc considerable, he may monopolise nutritive articles for 
himself and for his class, thus leaving only poor varieties for me con¬ 
sumption of the poor. Tliis is more possible w'hen it is initiated by a 
group of persons tlian by an individual alone. 

§ 5. STATE INIEKVENTION IN Sl’ENDING 

It is sufficiently ol)vious from the above discussion that indi¬ 
vidual spending has a tendency of affecting the society cither bene¬ 
ficially or injuriously. To do away with the harmful effects on society, 
which individual spending is capable of, governments generally inter¬ 
fere and control injurious spending. 

Opinions differ on the point whether the state is justified to 
interfere or not. This is indeed an age-long problem in Kconornics 
and Politics, on which there has always been a difference of opinion. 
Some persons hold that the function of the state is only to look after 
tJic national defence of the country and maintain peace and order. It 
has no right to interfere in matters so personal as impending. TJicre are, 
on tlie other hand, other thinkers who vest the state with all possible 
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powers. According to them, the state has a right to ‘nterfere wherevCT 
it likes. The correct attitude is that which steers midway between these 
two extreme views ; the state should interfere only if the interest of the 
society is in the danger of injury. This is the opinion which today 
finds 4e greatest support and appears to be the most reasonable view. 

Some Old Methods of Interference 

State interference in spending is not a ^ 

iel7 The most famous of these vere the Sumptuary Lam which 

forh'ade the consumption of certain articles 

rion of others. In the 19th centurv -^Spa.n. fot .nstance pe 

spending money recklessly on silks, velvete.e •» ug-j 

that these things can neither be manufactured, not sold, nor used. 

Similarly in England during the ' usl oftnk for 

desirable to eive encouragement to the silk industry, 

crverirg butmns and J making button-holes was made compulsory. 

Tn India the State has interfered in spending in 
During the regime of the Congress Government, the 
hibition has in certain areas been launched uj^n according 
consumption of liquor has been prohibited, This is due to the obv.^ 

ill-cffccts of this consumption on the efficiency of the P^°P|^* ^ » 

Governments in various States have tried to check the adulteration of 

various foodstuffs, ghee, milk, etc., in several ways. 

Wartime Interference : Rationing and Price Control 

is allotud to each individual during a given time and ^ 

il.at he can purchase. This is known as 

introduced in India in several States and its Jt 

hupcl> realised. Rationing ,o 

ine^lves the sale of commodities at a fixed price A° 

clown prices. Rationing and price control go hand in hand 

ment in tliis country have been p'" been 

both in tile matter of quantity and price : and sue 

found useful. 


§ 


6. THE FROILFM OF LUXURIES 


Wc shall now take up certain special 
expeiuliUM-e, and their social repercussions. We shall 
vllat sl.ould be the attitude of the state on such matters. These pro 

bit ms relate themselves to luxuries and waste. 

Luxuries arc generally consumed by the rich and f^PPO^'dly 
they derive the benefit at least worth the price they pay for jhem. But 
if wx at lux-uries from .he point of view of society, we ytall find that 
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Jcir consumption cannot be definitely and categorically approved or 
disapproved. The consumption of luxuries has been defended from 
Social points of view ; while it has also been subjected to serious criticism 
from the same angle of vision. 

Special Benefits of Luxuries 

Society derives the following benefits from the consumption of 
luxuries. 

1. Luxuries are necessary for human progress. Luxury has 
been defined by Professer Gide as the satisfaction of a superfluous want; 
and as the word “superfluous” is associated with some accusation, 
luxuries are usually looked down upon. But a thing does not become 
condemnable simply because it is superfluous. As Voltaire once 
remarked, even the superfluous is sometimes necessary, a remark which 
applies with much force to luxuries. Every man must have some 
luxuries to consume ; otherwise he will be reduced to the position of a 
beast of burden, with no variety, pleasure and richness in life. Every 
want was, in fact, considered a luxury at the time of its origin and had 
it then been suppressed as being superfluous, society would have today 
been in the stage of barbarism. 

2. Generally luxurious articles are artistic and require skill and 
refinement. The consumption of luxuries, therefore, raises the stan¬ 
dard of artistic excellence, 

3. The desire to get luxuries at present unattainable fires 
ambition or leads to the putting forth of greater power of mind and 
body. When a man sees some persons enjoying luxuries in plenty, 
he feels a prompting to do the same. This feeling inspires him to 
work hard and more efficiently so that he may be able to increase his 
income and enjoy the luxuries he pines for. An ordinary labourer 
inspired by these motives may in course of time become a boss, then 
the inventor of machinery, and eventually the owner of a factory. 

4. The consumption of luxuries raises the standard of living. 
A rise in the standard of living discourages procreation and tiius 
checks over-population. Before a newly married couple, the question 
which frequently arises is : “A car or a baby” , and the former often 
winsl It is interesting to observe that the rich have fewer children than 
the poor. 

5. Luxuries, like precious ornaments and stones, constitut e 
a form of insurance in the days of financial diflicu ties. This is the 
reason why women of our country attach so much importance to their 
gold and silver ornaments ; for after the death of their husband or in 
difficult days, they may be of use to the family. 

6. It is sometimes mentioned that the consump ton of luxuries 

creates employment. Suppose a rich man makes a grand show o f 
fireworks and invites his friends and relations to witness it. mpio y- 
ment will, then be given to fireworks-makers, to drivers of convc L *1 11 « s 
which his friends and relatives will come, and so on. But ih i 

as we shall presently see, is not quite correct. 

7. Luxuries, it is semetimes mentioned, lead to the tiarsfcrcnco 
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of wealth from the rich to the poor. Generally luxuries are consumed 
by the rich who give money to the poor who supply them the articles 
of luxury. This again is not quite correct as will be shown below. 

Social Disadvantages of Luxuries 

1. A strong argument against luxuries is that their consumption 
is generally confined to the richer sections of the immunity. Thus 

a few rich men are able to enjoy joy flights and joy-rides, to pass their 

days in what Bernard Shaw styles as “resourceless loafing and consump¬ 
tion of chocolates, cream, cigarettes, cocktails, novels and illustrated 
papers”. The poor people never get a chance to enjoy them. Luxuries 
thus go to make the difference between the rich and the poor look very 
wide, a factor which has led to revolutions in several countries of the 
world. In our country in the olden days luxuries were few and tar 
between and the distinction between the poor and the rich was not very 
pronounced. Social life had a smooth run. But now wi^ the 
increase in the facility, number and popularity of luxuries the guU 
between the rich and the poor has become very wide and these two 
sections are now represented as foes rather than friends. 

2. Sometimes the poor are also able to enjoy some luxuries , 
hut this is not free from mischief. The poor have very slender resour¬ 
ces and the use of luxuries often takes place at the cost of necessaries 
and comforts. Sometimes luxuries are very injurious to the poor and 
deteriorate their efficiency. Liquor is a luxury of this character. 

3. Some people believe that it is wrong to say that lurries 
r.ti^c the standard of art of the community. Articles are now produced 
through mechanical appliances in factories where skill is not much 
needed. It is only in those few businesses where hand work still per¬ 
sists that the luxuries may be said to encourage art. 

4. The statement that luxuries create employment is not cor¬ 
rect, If mmey is spent, not on luxuries but on some other more usetul 

comrnoJilics necessary for efficiency and healthy livings there Wi e 
no less employment and briskness of trade. 

5. The argument that luxuries lead to the transfer of wealth 

from the rich to the poor is also doubtful. The amount of money, 
that a rich man gives to the poor for supply of luxurious articles, is not 
kept by the latter entirely for himself. Tne preparation of the 
requires costly raw materials and sometimes costly tools as wcl . _ ^ 

labourer luis to pay for them and a large portion of what he receives 
thus passes out of his hands, generally into the h.ands of the rich persons 
who deal in such costly things. Thus, in essence, some rich persons pay 
money to other rich persons through the medium of labourers, ine 
transfer of wealth from the rich to the poor does not actually take place. 

§ 7. WASTE 

When we spend money on certain objects, we expect to receive 
tome return. This return may be more than, or less than, or equal 
t<n the amount paid for the commodity purchased. When the expen¬ 
diture on a particular object gives less utility than the amount spent, 
it is calUd *tcaste\ Waste may, therefore, be defined as the spending of 
money without deriving corresponding benefit or return of satisjuc ton. 
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Examples of waste can be easily imagined. When fruits “go 
bad”, when one leaves food uneaten in a dish, when a work is left 
incomplete, some waste takes place. 

An expenditure is called waste either from the point of view 
of the individual, or from the point of view of the society, or from both 
the standpoints. All the examples given in the previous paragraph 
are the examples of waste from both, the individual as well as the social, 
standpoints. A feast given by a rich man may not be a waste from his 
point of view—he may feel that he has derived as much benefit as the 
cost of the entertainment ;but little importance may be attached to such 
fleeting enjoyment from the social angle of vision and it may be consi¬ 
dered a social waste. 

§ 8. DESTRUCTION OF PROPERTY AND EMPLOYMENT 

Destruction of wealth, accidentally or deliberately, brings with 
it no satisfaction and is, therefore, a waste. It is asserted by some that 
destruction of wealth creates employment since the wealth that has been 
destroyed has to be replaced. This argument is, however, fallacious 
•and is known as “Make-work Fallacy”. It is certainly true that if a 
glass pane is broken, or a book is torn away, or a house is reduced to 
ashes, each of these things will have to be replaced, and employment 
will thus be created for their producers; but had they not been destroy¬ 
ed, the money devoted to their replacement would have been spent on 
some other useful objects. The person whose glass pane was broken, 
might then have purchased some sweets for his family; the student 
whose book was torn to pieces, could then have purchased a fountain 
pen ; the house-owner whose building has burnt down, could then have 
purchased a machinery. Employment thus would have been created 
even in the absence of any destruction of property. The creation of an 
employment is based on expenditure and wliciher the expenditure is 
for the replacement of the destroyed property or for the purchase of 
new articles, is immaterial so far as the toul volume of employment 
goes. It is, of course, in the interest of the nation that wealth may not 
be destroyed and it may not be made poorer in this fashion. 

APPENDIX TO CHAP'l ER 21 
The Broken Pane 

I'cderick Bastiat, a French economist of xreat repute, has given the story 
of the Broken Pane in one of his essays, kno.\n as Sophisms of Economics, which 
is reproduced below. 

Have you ever had occasion to witness the fury of the honest burgess, 
Jacques Bonhomine, when his scapegrace son has broken a pane of glass ? II 
you have, you cannot fail to have observed that til the bystanders, there were 
thirty of them, lay their heads together to olfer Ine unfortunate proprietor this 
never-falling consolation, that there is good in every misfortune, and that such 
accidents give a lillip to trade. Everybody must live, if no windows were 
broken, what would become of glaziers ? Now, this formula of condolence 
contains theory which it is proper to lay hold of in this very simple case, be¬ 
cause It is exactly the same theory which unfortunately governs the greater part 
of our economic institutions. 

Assuming that it becomes necessary to expend six francs in repairing 
the damage, if you mean to say that the accident brings in six francs to the 
glazier, to that extent encourages his trade. I grant it fairly and frankly and 
«dmit that you reason justly. 

10 
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The glazier arrives, does his work, pockets his money, rubs his handt^ 
and blesses the scapegrace son. 

That is what we see. 

But if, by way of deduction you come to conclude as is too oft^ done» 
that it ta a good thing to break windows—that it makes money circulate and 
hence encouragement to trade in general is the result—1 am obhpd to cry. 
Halt I Your theory stops at what we see, and takes no account of what we don t 

see. 

We don't see that since our burgess has been obliged to spend his six franco 
on the thing, he can no longer spend them on another. 

We don't see that if he had not this pane to replace, he would have re¬ 
placed, for example, his shoes, which are down at the heels , or have placed 
a new book on his shelf. In short, he would have employed his six francs in 
a wav in which he c.innot now employ them. Let us see. then, how the accourit 
stands with trade in general. The pane being broken, the glazier s trade is 
benefited to the extent of six francs. That is tchaf tie see. 

If the pane had not been broken, the shoemakers or some other trade 
would have been encouraged to the extent of six francs. That is what we don't 

And if take into account what don^t sec, which is a nepative fact> 
as well as what we do see, which is a positive fact, we shall discover that trade 
in general or the aggregate of notional industry has no interest.one way or other, 
whether windows are broken or not. 

l.et us sec, again, how the account stands with Jacques Bonhommc. On 
the last hypnlh< sis that of the pane being brcl en. he spends six francs, and gets 
rtither rriore nnr less than he had before, namelv, the use and enjoyment of 
a pane of glass. On the other hypothesis, namely, that the accid^ent had not 
happened, he would have e.xpendcd six francs on shoes and would have had the 
enjoynicnt both of the shoes and of the pane of glass. 

Now as the good burgess, Jacques Bonhomme, constitutes a fraction of 
society ol large, we are forced to conclude that sneiety, taken in the aggregate, 
end after oil accounts of labour and eniploymcni have been squared, has lost 
the value of the pane which has been broken. 

INTrRMF.DIATE QUESTIONS 

1. Write a note on “ Saving and Spending.*' {M-Inter ^rts, ^953) 

2. V hat do you understand by the hoarding habit and what arc its evil 
consequences ? (puyijah, Inter., 1951). 

.1. nis’inguish between saving, spending and hoarding. What are 
the social eileeis of indiscriminate spending ? Discuss them fully. (/?«/•* 
J.A..\9b2). 

4. “ From social point of view, saving is better than pending’. Do 

you agree ? ICxplain clearly. {Raj., I. A., 1944). 
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CHAPTER 22 

MEANING OF PRODUCTION 

A school of French economists of the 18th century, the Physiocrats, gare 
currency to the belief that aKriculiure is productive in a special and particular 
tense. They even went so far as to characterise manufacturinc and nicrcaniile 
pursuits as sterile or unproductive. Complete knowledge of the real naiur« 
of production has emancipated most minds from these misconceptions.— 

Stager. 

§ 1. WHAT DOES PRODUCTION MEAN ? 

Human beings have to make some effort in order to satisfy their 
wants. This effort is meant to change the form of the existing matter 
in such a way that it may acquire the desired utility, i.e., the want- 
satisfying power. The existing matter may be of no use in its original 
state ; but after a change in its form is brought about it comes to possess 
utility. Obviously what a man creates by his effort is not matter, 
matter in fact cannot be created, but utility. The transformation of 
matter resulting in the creation of utilities is known as Production. 
Production may, therefore, be defined as the creation of utilities.^ 

Let us take some concrete examples. A mason, building a 
.house, simply puts bricks, mortar and cement in such an order as to 
give them the shape of a house. He does not create matter—bricks, 
mortar and cement are not made by him; he simply creates utilitie-s 
the house has greater utility than the utility of bricks, mortar and cement 
separately. Similarly a tai'lor first cuts pieces of required shape from 
a roll of cloth and then stitches them with thread, and prepares, say, 
a coat He does not create matter —cloth or thread are not made by 
him; he simply creates utility—the coal has greater utility than the 
articles it is made of. A weaver, again, does not create cloth but re¬ 
arranges the yarn in such a manner that cloth is produced which has 
greater utility than yarn. A potter in making pots out of clay, a gold¬ 
smith in making ornaments out of gold, a carpenter in making chairs 
out of wood and a miner in digging out ore from the bowels of earth, 
all create utility (and not matter) and are, therefore, producers. By 

1 To create new matter is more than is piven to man to do. Her>ce by 
the term production, in its \%idesr sense, we mean simply brinpinp forth of near 

gooiih _the discovery of new utilities, the chanpe or ransformution of already 

oistinp poods into new utilities in a secondary and more limited sen e. Pro^ 
duetion is an increase of resources, in so far as poods produced satisfy preatce 
human want, than ihose employed in the production itself. Ruscher, 

CfpUt of Economy, Vol. 1, p. 119. (Translation from the German bf 

Lalori. 
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production, it may be repeated, we mean the creation of utilities and not 
of matter.2 

Production as a Branch of Economics 

Production as an economic act may well be differentiated from 
production as a branch of Economics. In the former sense, produc¬ 
tion is the creation of utilities; in the latter sense, it is that division of 
Economics which studies the problems relating to the production of 
wealth. Students should clearly note these two applications of the 
term 'production’. 

§ 2. KINDS OF UTILITY 

Utilities are created in six different ways and arc divided into 
six classes accordingly. Corresponding to them are si.x types of the 
process of production : 

' (1) Form Utility. When utility is created by changing the 

form of the matter, it is called form utility. The carpenter who 
gives to a log of w<)od tlie form of a chair, the blacksmith who gives 
to iron the form of a hammer,' and the goldsmith who gives to gold 
the form of a necklace—all create form utility. In the creation of 
form ntilitv, it has been aptly remarked, there is the widest possible 
range of operations, mechanical or chemical, from that of the agricul¬ 
turist bv whose intervention the black earth of the prairie is transmuted 
into golden grains, to that of the lacemaker whose whole industry is to 
arrange his gossamer into fantastic shapes. 

This form of production includes all the extractive and manu¬ 
facturing industries. Extractive industries are those industries in 
which men arc engaged in extracting or drawing fofd' materials 
from the hip of Nature; for instance, agriculture, mining forestry and 
fisherv. Manufacturing industries, on the other hand, arc those indus¬ 
tries whicli give different forms of useful articles to the raw materials, 
for instance, cotton textile mills, sugar factories and steel factories. 

(2) Vlacc Vtilitv. The utility created by the removal of an 
article from one place to another, is known as place utility. Generally 
fhe article in ipicstion is plentiful at the place from where it is transported 
and scarce at the place to which it is removed. For example, Kashmir 
fruits have greater utility in Allahabad than in Kashmir ; timber has 
greater utility in a pulp factory or in a carpenter’s workshop dian in a 
forest ; sand lias greater utility in the heart of a city where it may be use 
for tlie construction of buildings, than in a desert or on the bank o a 
river. 'I’iic carrying of all these things from their respective places ot 


■' The definition of production ns the creation of utilities '‘s, in the opi¬ 
n'.-n ."r l>rof. Nicholson and others, not strictly nccuratc. Kconomics, they 
4r,v i-- iK.t concerned with each and every t pc of utility, only if it has value, 
I co’nomics studies wvalih which consists of goods and ser ices which 
have Miluc-in-cxchani^c t-ose which have no value-in-exchanRe are not 
studied in Economics. Strictly speaking, therefore, production ®hou‘d b 
defined as the “ creation of values.” Professor Nicholson defines production 
3S tlie "creatinn of economic utilities ” ; and thinks that by so defining U wO 
will Bi t rid of several vairue and inconsistent ideas popularly associated with 
this term. Rut as wc use the term ‘ value ’ to connote the same sense as econo¬ 
mic utilities, It will be better to define production as the creation ot value. 
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origin to their respective places of consumption, increases their utility. 
Transport is, therefore, a productive process. 

Cv- (3) Time Uitliiy. The utility which is created through &c 
preservation or storage of a commodity for some time, is known as time 
utility. There arc some commodities which acquire greater utility witli 
the passage of time. Old wine, for instance, is considered to be far 
more tasteful than fresh wine. Old rice similarly possesses more 
utility than fresh rice. Again, a cake of ice which has no utility in the 
winter may acquire utility through being kept over into the following 
summer. Such processes of preservation and storage are, therefore, 
productive processes. Accordingly the trader, who purchases goods at 
the time when they are in plenty and cheap and sells them at the time 
when they are comparatively scarce and dear, is a producer. 

Possession Utility. Possession utility is the utiliu- which is 
created by transferring the possession of an article. Possession utility is 
created because the transferee derives greater utility from tlje possession 
and use of the article than the transferor. For instance, books and su- 
tionery kept in the shelves of a shop-keeper do not have as much utility to 
him as they have to their purcliasers. The processes of purchase and 
sale arc, as such, productive processes and shopkeepers arc producers. 


(5) Service Utility. The utility created by the rendering of some 
service not embodied in a material object, is known as service utility. 
All the personal services, which arc rendered directly to the person of the 
consumer create service utility. Rimilarhiall the public services, whioli 
benefit citizens through the agency of the State, creatcu tilit' . The teacher 
who teaches the student, the doctor who aires the patient, the actor 
who acts, the dancer who dances, and the constable w'ho protects life and 
property’of the citizens, all create sei^ icc utility and arc producers. 

(6) Knowledpe Utility. The utility which is created through the im¬ 
portation of knowledge is'known as knowledge utility. A good example 
is an informative advertisement. One may not know the advantages of 
tooth-paste, which mav. therefore, have no utility to him; but if an ad- 
vertisement tells one its attribute-sand advantages, it may begin to ap¬ 
pear very nccessarv. Itsutilliv is thus created by the advertisement. 
Advertisements which convey knowledge utility are productive. 


The above discussion shows that the term production is fairly 
wide. A farmer is a producer because he creates form utility. So 
is a trader w'ho creates possession utility. Domestic servants are pro¬ 
ducers as they create service utility. Carpenters, blacksmiths, busi¬ 
nessmen, lawyers, doctors, teachers, engine-drivers, advertiscmeiU. 
framers arc all producers.®. But a college student is not a producer 
because he docs not create any utility as a student. 


3 In the early times, there was in France a group of economists, knowi. 
M Physiocrats^ who held that agriculture alone is productive, other 
occupations being unproductive. Physiocrat? were followed by Mcrcantiltsts 
according to whom commerce alone was productive. Adam Smith, the Father, 
of Modern Ivconomica, later on extended the scope of production to the crea* 
tion of all the material objects. The scope, has, in modern time, been still 
more widened so at to include the utility of any and every kindi whether eco* 
bodied in a material object or not. 

I I 
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§ 3. PRODUCTIVE OCCUPATIONS 

Productive occupations may conveniently be divided into the 
foTToising classes : 

1 . Industrial Occupations 

These occupations are concerned with production of material 
objects. They are divisible into : (u) Extractive occupations which 
arc concerned with the extraction or obtainment of materials from the 
lap of Nature : and (A) Manufacturing occupations which concern them¬ 
selves with the conversion of raw materials into finished products. 

OCCUPATIONS 


Industrial Commercial Services 

Occupations Occupations I 


Extractive Manufacturing Direct Public 

Occupations Occupations ! Services Services 


Transport Distributive Banking and 

Occupations Insurance 

Chart 23. Showing classes of occupations. 

2. Commercial Occupations 

The occupations which provide links between producers and 
consumers, i. e., help in the transfer of goods from producers to 
consumers, arc known as commercial occupations. Such occupations 
arc of three varieties : 

{a) Distributive. They include the activities of the persons 
who actually distribute goods among consumers directly or indirectly, 

(6) Transport. It relates itself to the movement of goods from 
one place to another. Railway transport, motor transport, etc., belong 
to this category. 

(r) Banking and Insurance. Bankers finance the movement of 
commodities and also give monetary help to wholesalers, retailers and 
consumers in diverse ways. Protection against fire and sea risks and 
other contingencies is provided by insurance companies. 

3. Services 

Tlie professions of rendering services are those in which service 
is rendered direct to consumers or the public. The former is known 
as direct sendee ; and the latter, public service. The services of doc¬ 
tors, iawwcrs, teachers and domestic servants are direct services. The 
services of civil sei^'ants. High Court Judges and constables are public 
services. 

INTERMEDIATE QUESTIONS 

f. Discuss the distinction between Form Utility and Place Utility* 
(Bombay, I. A., 194U). 
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2. What do you understand by Production ? In the light of your ex» 
planation, consider whether the following are productive workers : 

(i) farmers, (a) college students, (iVi) professors and (tv) parents. 

(Madhya Bharat, I. A., 1952). 

3. What is meant by Production ? Explain the importance of the vari¬ 
ous factors of Production. (Mysore, Inter., 1943). 

4. W’hat do you understand by production ? How is it related to con¬ 
sumption and distribution ? (Poona, 1. Com., 1949). 

5. What is production ? Can we establish any laws of production I 
{Punjab, Inter., 1953). 

6. What do you understand by Production. Consider whether the 

following are productive workers : {a) fanner, (t>) domestic servant, i,J) col¬ 

lege student. Give reasons. (Kaj., 1. A., 194U). 

7. Write a short note on Production. (Raj., I. Com., 1948). 

8. What do you mean by Production ? (Utkal, I. Com., 1951). 



CHAPTER 23 


FACTORS OF PRODUCTION 


Thanks to a tradition dafinp from the time of th- Brst 

atrents of production have always been disOnpuiahed : ill«. fo be 

This threefold division has the advantage of simplicity, and there seems to oe 

no need to abandon it.—Gide. 


§ I . FACTORS OF PRODUCTION 

There are certain things which contribute to production. They 
are, therefore, called factors of production. The factors of production 
arechiefiy tw'o :(Othc personal exertion or effort ofhuman beings ; and 
(ii) the object to which the exertion is applied. If a hunter wants 
kill animals, he must make an effort to kill them ; and the animals which 
he wants to kill must exist. Similarly, the grass-cutter who wants 
to cut grass must devote himself to the purpose and the grass 
which he wants to cut must be in existence. These two requisites are 
indispensable for production ; Nvithout either of them, no production 
is possible. These two requisites of production arc known in Econo¬ 
mics as (f) Labour, which refers to the personal exertion of human beings, 
and (ii) Land or Free Gifts of Nature, which signifies the objects pro¬ 
vided by Nature and which men adapt for their use.^ 

The importance of these two factors of production \vas realised 
by man during the days of his earliest habitation on this planet. It 
w'as also appreciated by him fairly early that his efforts could be^made 
more effective if he could have some implements or weapons to aid his 
efforts. The primitive hunter had realized that he could kill more 
animals if he had a spear ; and the grass-cutter had similarly felt that he 
could cut grass quickly and plentifully if he could have a hook. This 
external implement or appliance, which increases the effectiveness of 
human efforts, and which emerged as a third factor of production at 
an early stage of civilisation, is known as Capital. 

These are the three chief requirements of productive effort, 
namely : 

(1) The Natural —Free Gifts of Nature. 

(2) The PeriOMfl/—Man’s own energy and skill. 

(3) The Artificial —That which man has made to help him ii> 

this effort. 


1 There are two essential factors in all productive processes : nature an^ 
pi»n. Nature figures in production os on aggregate of materials and blin<f 
forces. A' ting in conforniity with invariable laws, she destroys as readily aS 
she creates. Man. on the rontrarv, appears as a being with conscious purpMe. 
He olso destroys—not ruthlessly, however, as nature seems to do, but m order 
to gratify his wants.—Scoger, Op. Cit., p. 32. 
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Chart 24. Explaining the factors of production. 


Other factors also come to be recognized a little later. With 
the passage of time and advancement of learning, production took a 



Fig. 25. IlJuBtrating Factors of Production or Wheel of Production. 

complex form; wealth began to be produced on a large scale, in big- 
factories and large farms. Such production required enormous natu¬ 
ral gifts, immense labour and considerable capital, all of which had to 
be systematically organised in the act of production. The orga¬ 
nization of production, r.e., the bringing into effective co-operation of 
the various factors, became a very important and a separate factor of 


2 Adapted from Pensoo, Op. Cit., p. 32. 
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production. Organisation occupies a very important place in the pro¬ 
duction of wealth in modern times. 

Production on large scale involves considerable risk and uncer¬ 
tainty. If the goods produced are not sold, enormous loss is suffered. 
The risk has become especially great because of the fact that the markets 
for commodities now tend to become international. Risha-taking or 
enterprise has thus appeared as another factor of production. 

The factors of production are, therefore, five in number : 
(i) Land or Free Gifts of Nature, («) Capital, (m) Labour, (m) 
Organisation, and (t») Enterprise. Of these factors of production, 
the last three arc the forms of human activity, whereas the first two 
are the external aids to human effort. 

The meaning of the five factors of production as explained 
above is only provisional. Their exact definitions will be given in their 
proper places. 

Factors and Agents of Production 

The term factors of production should be distinguished from the 
term agents of production. Factors of production signify the actual 
things which are required for production; while the suppliers of these 
are known as the agents of production* Land, labour, capital, orga¬ 
nisation and enterprise are factors of production ; while landlords, 
labourers, capitalists, organisers and enterpreneurs (or enterprisers) 
are agents of production. 

Illustration 

The various factors of production used by a village weaver, a 
Banaras brass-worker and a cotton textile factory-owner, may be studi¬ 
ed on a comparative basis with a view to elucidate and illustrate their 
relative importance in different forms of production. 

Land or Gifts of Nature. The village weaver does not require 
much land or free gifts of Nature. He simply needs a small plot of 
land where he can fix up his loom, he does not use water-power or 
electricity. I'he Banaras brass-worker generally needs more land to 
set up liis workshop, though electric power is rarely used by him. The 
cotton textile factory requires pretty large quantity of land. The factory 
■occupies a big plot of land while electric pow’er is used for the operation 
of machinery. Its climatic requirements arc also definite, for the atmos¬ 
phere must itc humid so that the thread may not break when it is being 
spun. 

Labour. The village weaver docs not require much labour. 
Generally he depends upon his personal exertion and is sometimes 
helped by tlie women and children of his family. The Banaras brass- 
worker requires hirgcr amount of labour. He works himself and also 
employs some apprentices or labourers. In a modern cotton textile 
mill, however, immense quantity of labour is needed, employing as 
it does hundreds and thousands of hands cacli day. 

Capital. A village weaver requires small capital for the pur¬ 
chase of his ordinary loom and raw material w’hich is generally cheap. 
The Banaras brass-worker has to manage for large capital for he has 
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to equip himself with various implements like chisel, furnace, etc. The 
raw material used by him is also more costly. The capital invested in 
a cotton textile mill surpasses both of them. The large factory build¬ 
ings, the gigantic machinery, huge stock of raw materials and large 
stock of goods awaiting sale, involve enormous capital. 


^Organisation. The village weaver does not require much orga¬ 
nising skill in his trade which is usually simple and of a small scale. 
The Banaras brass-worker, who has to handle more capital, requires 
the organising skill to a greater degree ; but his need is not considerable. 
Organisation assumes supreme importance in a modern textile factory. 
In the acquisition of free gifts of Nature, labour, capital and enter¬ 
prise and in bringing them into the most effective co-operation, real 
3kiU of organisation is required. 

Enterprise, In the trade of village weaver with small capital 
and small output, risk or enterprise is meagre. The brass-worker 
has to undertake greater risk because he invests more capital and his 
putput is large. The greatest risk is borne by the owner of a modern 
textile factory who has to look after large markets, who cannot expect 
a&xed demand for his produce, and who has large capital at stake. 


§ 2. RELATIVE IMPORTANCE OF THESE FACTORS 

Attemps are sometimes made to discuss the relative import¬ 
ance of different factors of production. Such attempt are associated 
with much difliculty for two reasons. Firstly, when all the factors of 
production arc necessary in the act of production, it is rather dimcult to 
decide which is more important and which is less important. Secondly, 
the owner of every factor of production wants that greater importance 
should be attached to the factor owned by him. Capitalists award the 
first place to capital; labourers to labour; landowners to land ; while 
organisers and enterprisers do not lag behind in pushing forward their 

claim to priority. 


The importance of these factors can be easily shown Of all 
the factors of production, labour plays an active part and sets the who e 
productive machinery in operation Nature is, however abso u ely 
passive and merely obeys man, often after long resistance. Nevertheless 
whenever we liavc to produce material wealth. Nature is found indis¬ 
pensable. The activities of man e.innot achieve anything in a vacuum; 
they operate upon certain materials furnished by Nature. Capital also 
plays a passive part; it is not even a primary factor of production. 

Logically, as well as chronologically, it is dervied from land and about 
and has been named as "stored-up lal.uur”^. Organisation and enter¬ 
prise are special forms of human activities and have acquired specia 
prominence during these days of large-scale production and international 
markets. It can now be appreciated by the reader how ddlicult it is to 
attach relative importance to eacli of the five factors. 


3 Canital is an intermediate product of nature and labour, nothing more. 
lU own origin, its existence, its subsequent action, are nothing but 
the continuous working of the true elements, nature and ‘a^our-Bohm- 
Bawerk, Positive Theory of Capital (Translation from the German by Smart) 

p. 96. 
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But we may hazard the observation that according to the stage 
of economic progress attained by a community, some factor comes 
to occupy a more prominent position than others. For instance, in 
the earliest stage of human habitation on the earth Nature’s control 
over man was supreme ; and land or free gifts of Nature were the most 
important factor of production. As man made progress, his control 
over Nature began to increase ; labour gained an upper hand over 
Nature, and began to be regarded as the most important factor of pro¬ 
duction. Still later, capital began to be used in production in enor¬ 
mous quantities, particularly after the introduction of gigantic machi¬ 
nery driven by artificial power ; and capital successfully challenged the 
supremacy of labour. In recent times, with a tremendous increase in 
the scale of production and the international character of markets, 
organisation and enterprise have come to the forefront. 

According to some economists, there arc only two factors of 
production, land and labour. Capital, they say, is appropriated 
from Gifts of Nature by human labour, and is simply an “instrument 
of production’’. Enterprise and organisation are, again, onlv special 
varieties of labour. Land and labour, therefore, are the primarv factors 
of production; capital, organisation and enterprise being only rreon- 
dary. Of the primary factors of production, f.e., land and labour, 
man is active, whereas Nature is only passive. Labour is, therefore, 
the most important factor of production. 

INTERMEDIATE QUESTIONS 

1. What is meant by Production. Explain the importance of the vari¬ 
ous factors of production. (Mysore, Inter., 1943). 

2. What is the difference between an agent of production and a factor 
of production ? (Punjab, Inter., 1947). 

3. ^\ hat are the factors of production ? (Utkal, I. Com., 1951 S). 


ATTENTION 

The problem of the of Faetors of Production has been discussed 

under Distribution in Book V, Chapter 48, to which a reference may be made 
wluc,. l^ necessary. 


CHAPTER 24 

PRODUCTIVE EFFICIENCY 

Efficiency is the watchword of future industrial progress, growth and 
«*pansion. The nation which produces with the greatest efficiency will be the 
one whicn will lead the van of industrial nations.— 

Every line of business, be it publishing or printing, shoe-making 
or cloth-manufacturing, or of any other type, engages a large number 
of firms and companies. All such business units are not equally suc¬ 
cessful. Some firms make large profits, while others, engaged in the 
same trade are hardly able to escape losses. Certain companies pay as 
high as 20 per cent dividend (profit) to their shareholders, while otaers 
fail to declare any dividend at all. Why is tlierc such a great difference 
in tlie earnings of the several units ? It is chiefly due to variations in 
the productive elficiency of the estabUshments. Those firms and 
companies which are very efficient earn high profits, whereas tliose 
whicn are inefficient are run at a loss. The question of productive 
efficiency is, therefore, the one which deserves furtiicr study. 

Productive efficiency may be defined as the capacity to produce 
more goods, or better goods, or both, during a given time. It is generally 
expressed as the ratio between the actual performance of an operation 
and the maximum performance which lias been determined to be 
possible.^ It depends upon; 

(t) Internal Conditions, i.e., the .conditions prevailing within 
the business unit ; and 

(ii) External Conditions, i.e., forces and factors affcctin<^ the 
success or otlicrwisc of the business unit from without, e.g., means 
■of transport, the availability and extent of markets, and the price ruling 
in the market. 

Internal Conditions 

Internal conditions of efficiency are those whicli arise and operate 
in the undertaking itself. They have to do with Hie u>ay the work is 
done. They arc divisible into two broad classes ; 

(a) The Efficiency of Each Factor of Production. By efficiency 
of a factor of production is meant its suiubility for the purpose to 
which it is applied. Tlie greater the elficiency of a factor of production 
the greater will be the efficiency of production as a whole, and Jiigher 
will be the profits earned other things remaining the same. TJie 
conditions determining the efficiency of each factor shall be 'treated 
further in its proper place. 

{b) The Excellence of the Proportion in Which These Factors are 
Combined. Productive efficiency depends not only on the efficiency 
of each individual factor, but also on the excellence of the combination 

1 Efficiency has become a separate subject of study. For detailed study 
tee Carlson, The Industrial Situation ; Duncan, The Price of Inefficiency \ 
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of the various factors of production. If an ideal combination is reached, 
maximum profits are earned; while the earning declines as this ideal 
combination is departed from. The attainment of the ideal combina¬ 
tion is not an easy task and is preceded by a long and laborious process 
of trial and error. 

External Conditions 

The external forces and factors which affect the productive 
efficiency are several. They affect, chiefly, the marketing of the 
produce and the problem whether the price obtained is sufficient to give 
adequate rewards to the various agents of production. The important 
ones of the external conditions are : 

(1) The localisation of industry and the nearness of the 

market ; 

(2) The price ruling in the market ; 

(3) The competition from other producers ; 

(4) The excellence of the means of transport ; 

(5) The efficiency of financial institutions; and, above all, 

(6) The economic policy of the Government.- 

Each of these elements has its own special importance; so much 
80 that tlie attempts of the producer to achieve maximum productive 
clliciency may be frustrated by tlic absence or inadequacy of any one 
ol them. 


CHAPTER 25 

THE LAWS OF RETURNS 

The tendency towards diminishing returns is not an economic theory 
but is one of the most commonplace facts of agriculture. Tfae very existence 
of rental and sale value of land sufficiently attests it — Devanport. 

§ 1. INTRODUCTION 

If a msnufacturer, or a cultivator, or any other businessman 
wants to increase his output, he has to increase the quantity of the 
various factors of production used in his business. The returns due 
to additional quantities of productive resources are not fixed. In some 
cases the businessman finds that if lie increases the quantity of the various 
factors of production, the return {i.e., the output) due to each succes¬ 
sive dose (or unit) of productive resources will go on increasing. This 
tendency of the return due to each successive dose to go on increasing 
is known as the Law of Increasing Returns. The tendency encourages 
a businessman to increase tlie scale of this business. 1 liis, however, 
does not always happen. In some cases the return due to each succes¬ 
sive dose of productive resources goes on diminishing. This tendency 
of the returns due to successive doses to go on diminishing is knowm as 
the Law of Diminishing Returns. This tendency discouraps a producer 
from incr^sing the scale of business. In certain cases, the return due 
to each successive dose will be found to remain fixed or almost constant. 
This tendency of the return due to each dose to remain constant is 
known as Xhc Law of Constant Returns. These three laws of returns 
occupy a central position in production and need detailed study. 

§ 2. THE LAW OF DIMINISHING RETURNS 

The Law as Applied to Agriculture 

The law of diminishing returns has special application to agn- 
culture and is u.^ually associated with it. Every cultivator knows tha 
this law operates and the benefits by this knowledge, though he cannot 
express it in the shape of a law due to his illiteracy* 

Any cultivator would tell you that, after a certain stase in cul¬ 
tivation, application of an additional dose (or unit) of labour and 
capital to a particular plot of land does not bring about as much return 
a.”he previous doses. For instance, if the first unit produces 50 naaunds 
of rice, the second unit would produce, say 47 maunds, the third only 
41 maunds and so forth. Additional dose of labour and capital, appi ed 
to the same plot, thus gives diminishing returns. This tendency is 
Wwn as the Law of Diminishing Returns. 

1 “ doM •’ of labour and capital was first used hy James Mill 

»h„ il wfo'v'd by Marsha l, and has now become a permanent acqu.sinon to 

economic literature. ^ . . . 

bTnVe!y‘iScre;.fnrr.boXd e/pandirure^ tiller, of the .oil would no, 
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It should be noted that the total yield does certainly increase 
after the application of every fresh dose. But since the return due to 
the application of each fresh dose is persistently diminishing, the total 
return increases at a diminishing rate or less than proportionately. 

This Law of Diminishing Returns as applied to agriculture has 
thus been formulated by Marshall : “An increase in the capital and 
labour employed in the cultivation of land causes, in general, a less 
than proportionate increase in the amount of produce raised, unless 
it happens to coincide with an improvement in the art of agriculture". It 
should be carefully noted that the law relates itself to the amount of 
the produce raised and not to its price.® 

The reason why diminishing returns are obtained from land is 
not far to seek. The productive capacity of the soil is limited and is 
subject to exhaustion. When the first dose of labour and capital is 
is employed to a particular plot of land, it uses up a certain portion of the 
productive capacity of the land. The second dose, when employed, 
has less productivity to exploit as compared with the first dose ; 
consequently the yield due to the second dose is not so heavy as due to 
the first dose. Tnis phenomenon goes on repeating itself with every 
successive unit.'* 


Illustration 

We shall illustrate this law by a concrete example. Suppose 
a cultivator has got a plot of land. He applies to it tlie first dose of 
labour and capital, which gives an yield ol yo tons of rice, iiie appli¬ 
cation ot the second dose ot labour and capital pushes up the total yield 
to 16U tons. When he applies tne third dose, tne total output is raised 
to 220 tons. Tiie fourth dose similarly increases the toul produce to 
to 205 tons; the fifth to 300 tons ; and tne sixth to 320 tons. I'nc appli¬ 
cation of eacli new dose increases the total output but the output due 
to each successive dose goes on diminisning. The first dose, in our 
illustration, produces 90 tons of rice. Tne first and second doses 
together produce 100 tons ; the second dose, therefore, produces only 
MOO—90—)70 tons of rice. Similar calculations will show tiiat the third 


hesitata to do this ; instead of increasing the size of their farms, they would 
reduce them to the smallest possible area, because the smaller the area, toe 
easier it is to manage a farm. Tne si.nple fact mat things are not as we nave 
just supposed, and that poorer and less lavourably situated land is in laci con¬ 
stantly brought under cultivation demonstrates that in reality we cannot ex¬ 
pect a piece of land under given conditions to yield more than a limited crop. 
— Charles Gide, Principles of Political Economy, pp. Vi-yo. 


3 It is important to re.nembcr that the return to capital and labour of 
which the law speaks is measured by iJie amount of the produce raised inde¬ 
pendently of any changes that may meanwhile take place in the price ot pro- 
jyce—.Marsliall, Economics of Industry, p. y4. 


4 Since diminishing returns arc obtained at a fixed cost, the cost of pro¬ 
duction per unit goes on increasing. Hence this law is also styled as the Lam 
of Increasing Costs. 
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•dose yields 60 tons; the fourth, 45 tons ; the fifth, 35 tons; and the sixth, 
20 tons. These results are tabulated below : 


Doses of Labour and Capital 

Total Output (in tons) 

1 

Output due 
to each dose 
(in tons) 

1 st 

90 

90 

2 nd 

160 

70 

3rd 

220 

60 

4th 

265 

45 

5th 

300 

35 

6 th 

320 

20 


Diagrammatic Representation 


The law can be represented diagrammatically as follows : 





Fig# 26. Illustrating the law of diminishing returns. 

In this figure doses of labour and capital have been measur¬ 
ed along OX axis, and tons of rice along OY axis. The figures of 
the output due to the several doses as given in the above t^lc have 
been plotted on the graph and the points have been joined. The 
curve DR is thus obtained. This is the curve of Diminishing Returns. 
It is a slopy curve which indicates that the returns due to each additional 
dose go on diminishing as the number of doses of labour and capital 
goes on increasing. OD line represents the return due to first dose; 
2X,' the return due to second do8e;3X,* that due to third dose ; and so 
on. These lines go on decreasing in size, thus illustrating the diminu¬ 
tion in returns to successive doses. 

11 
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Limitation of the Law 

The statement of the law as given by Marshall consists of two 
very significant expressions ; (f) in general and {it) unless it happens to 
coincide with an improvement in the art of agriculture. These tw'o expres¬ 
sions constitute the two limitations of the law and are discussed below. 

(f) In General. The law of diminishing returns is true in gene¬ 
ral; but it does not operate if the land is under-cultivated, i.e., if 
labour and capital employed on a plot of land are not adequate to use 
up fully its productive capacity. To give a concrete example, if a cul¬ 
tivator owns 1,000 acres of land and devotes negligible q- antities of 
lab' «'r :’rd capital to it. the productive capacitv of that big plot will 
not be completely exploited. And if he applies another dose of labour 
and capital to that, the yield due to it may increase because of the fuller 
utilisation of the productive capacity of the soil. But once the stage 
of full cultivation, that is, full utilisation of the productive capacity 
of the land is reached, diminishing returns wll certainly be obtained. 
The law sets in operation only after the point of full cultivation -of land. 
If w’c consider the output obtained from a piece of land from the very 
beginning, we will find that the application of the first few doses gives- 
increasing returns; to be followed by constant returns; after which 
diminishing rulurns appear. Fig27 on the next page represents these 
varving tendencies ; AB represents increasing returns, BC constant 
returns, and CD diminishing returns. The stage of full cultivation is 
reached at the point C; and as is shown by curve CD—diminishing 
returns are obtained after this point. ‘In general’ drops a curtain over 
the phenomenon up to the dotted line O’C; and offers to our view simply 
CD curve, the curve of diminishing returns.® 

(rV) Improvement in the Art of Agriculture, The law wll operate 
only if the application of successive doses of labour and capital does 
not happen to cviincide with an improvement in the art of agriculture. 
It is thus a static law and docs not apply to progressive agricultural 
industry.® If means and methods of production continue to remain 
the same, the law is bound to operate. Improvements in the art of 

5 Some \vritcrs fed that ‘ in general ’ rncans that law is generally true in 
Q maiority of cases, but there arc a few cases in which it does not hold _ true. 
This interpretation of the term ‘ in general ’ is incorrect because there is not 
D 8inj,jlc cabc ii\ whicji the law docs not operate. 

T he law of diminishing returns is presented as applying not to pro- 
prcBsivc ngriculturnl industry as a whole, hut merely to a particular area of land 
cultivated in necordnni.e with the knowledge available at a particular time. It 
is a static law, helpful in accountinc for the phenomena of any given period, 
such as migration.*- of population to new lands, the slow rate at which the wealth 
known to be contained in a particular time is taken out, or the failure to get 
every possible hor.sc-pov. cr out of a waterfall, hut nor a law of progress. Some 
erononiists. it is true, have believed an analogous law of diminishing retumi 
to hold good, every long period of time, of progressive agricultural industry 
Rs a whole Thev admit that in the last one hundred and fifty years this law 
has not applied to progressive countries, since Invention and discovery have 
kept well in advance of any tendency of population to increase or natural re¬ 
sources to become cxhiiu**tcd, but they maintain that these years have beea 
highly exceptional.—Scager, Op. Cit., 130-31. 
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agriculture, like the use of improved implements and machinery, uti¬ 
lisation of better fertilisers, and provision of improved irrigation faci¬ 
lities, counteract the tendency of the soil towards exhaustion; they may 
in some cases even increase its productive capacity, irrespective of the 
number^of doses already applied to it; and cause successive' doses to 



Fig. 27. Curve showing the varying tendencies of 

the Law of Returns. 

yield increasing returns. The law, therefore, holds true only if no such 
improvement takes place. 

The above arc the two important limitations of the law. To 
these may be added another limitation, if we may venture to call it as 
such, namely, that it applies to the quantity of the produce raised and 
not to it? price. As already remarked, the price of the produce raised 
is a factor witii which we have got nothing to do here. It is the 
of tl)e produce raised which wc have to keep in view. 

Decreasing Returns and Increasing Cost 

In the above discussion we have focussed our attention on 
return due to each successive dose ; and we have seen that this return 
goes on diminishing. But what happens to cost per unWi Docs it 
increase when returns decrease? Yes, that is so. The explanation 
is simple. The cost of each dose is by assumption the same and un¬ 
changeable, licncc when an additional dose gives less return it means 
that the incurring of the same cost results in a declining return. The 
cost per unit, as such, goes on increasing. This can be illustrated with 
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the help of the table given on page 161. Suppose the cost per dose is 
Rs. 100. This means that the cost per unit, when only one dose is ap¬ 
plied, is Rs, ^^^=Rs. 1.11. The cost per unit goes up to Rs. Rs* 

1.25 when the second dose is applied. Further results are set out in 
the following table : 


Doses of labour and 
capital 



-'f 



I 2 3 ■» 5 6 7 8 


Fig. 28, 

as below : In general, if one 


It is thus clear that if we 
focus attention on cost per unit and 
not on return, we can say that ay toe 
apply successive doses of labour and 
capital, cost per unit it\ general goes 
on increasing, unless there is a simul¬ 
taneous improvement in the art of pro¬ 
duction. In this shape this is kno^vn 
as the Law of Increasing Cost. The 
Law of Decreasing Returns, in other 
words, is also known as the Law of 
Increasing Cost. 

General Statement of the Law 

We ha^•c discussed above 
the law of diminishing returns 
as applied to agriculture where 
it operates very forcefully and 
witliout exception. But it applies 
to other spheres as well. In 
general terms, it can be stated 
factor of production is kept fixed, the 
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application of every additional dose of other factors brings about 
diminishing returns, other things remaining the same. 

Application of the llaw 

In the above description of the law, we have studied its applica¬ 
tion to agriculture where it is universally true. At some time in the 
progressive cultivation of every field, sooner or later according to the 
state of agriculture, a stage will be reached after which every additional 
dose of labour and capital will result in diminishing returns. The law 
applies to various other industries as well. It applies, for instance, “to 
grazing lands, to the mine, the forest and the sea. It governs the cost 
of producing fish and whale oil; fuel and timber for manufactures; coal, 
iron and copper for the furnace and the forge ; wool for clothing, and 
the carcasses of cattle and sheep for food”. The more important 
applications of this law are discussed below : 

(1) Fisheries. Fishing in ponds, tanks and lakes is subject to 
the law of diminishing returns. Just as the application of more doses 
of labour and capital uses up the capacity of the soil more and more, 
similarly every catch makes the fishing tank or lake less prolific, with 
the result that further efforts are not rewarded equally well. 

Such is probably not the case with sea fisheries. Sea fish mul¬ 
tiply so fast that fishing by men does not diminish their number. Thus 
fish known as lays 18,500,000 eggs in a year, i.e., from 50,000 to 

60,000 eggs per day. Other varieties of fish are also surprisingly pro¬ 
creative. Some writers, however, seem to hold the opposite view and 
feel that even sea fisheries are subject to the law of diminishing returns. 

(2) Mines and Quarries. The law of diminishing returns op¬ 
erates in the working of mines and quarries as well. As the labour 
and capital applied in the working of a mine increase, the lower and 
deeper strata have to be dug. Deep digging requires elaborate, costly 
and laborious arrangements for proper lighting, for conveying air 
further inside the mine and for transporting the mineral to the pithead. 
The expenditure of each successive unit of labour and capital, as such, 
produces less than proportionate minerals. 

(3) Building of Houses and Shops. The law is also applicable 
to the building of houses and shops. If more labour and capital are 
applied to a particular building, higher storeys will be raised. I’hc 
wastage of material and time, and the cost involved in the con¬ 
struction of these storeys will go on increasing for bricks, lime, mortar 
and labour will have to be carried much higher than before. The 
application of each dose of labour and capital will, therefore, be rewarded 
less handsomely than the previous unit. 

(4) Pottery. Even pottery is subject to this law. Earthenwares 
are made out of clay which is to be dug out. The deeper one has to 
dig up with a view to obtain clay, the more labour and time it requires. 
The return from pottery as such, begins to decline with the application 
of further labour and capital. 

(5) Manufacturing. While agriculture is subject to the law 
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of diminishing returns, manufacturing is said to be subject to the law 
of increasing returns. This is, of course, true. But if the conditions 
under which the law is conceived to apply in agriculture are also present 
is the case of manufacturing , the law is bound to operate even the 
latter. In agriculture we take land as fixed in quanUty and other factors 
arc increased in amount. Similarly, in manufacturing, if we keep one 
factor, say, labour or raw materials or capital fixed in quantity, and 
increase other factors, diminishing returns are bound to follow. 

§ 3. THE LAW OF INCREASING RETURNS 

Just as the law of diminishing returns is applicable to agriculture, 
similarly the law of increasing returns is applicable to manufactures. 
If we apply fresh dose of labour and capital to a manufacturing industry, 
each successive dose will yield increasing returns. This law of increas¬ 
ing returns has been stated by Marshall as below : ‘ An increase ot 

labour and capital leads generally to improved organisation which 
increases the efficiency of the work of labour and capital . 

If we measure tlie doses of productive resources along OX axis 
and output along OY axis, the law of increasing returns will be repre- 
•ented diagrammatically by a curve like IR in the tollowing graph. 

The curve IR shows an upward tendency and the dotted lines go 
on increasing in length, which shows that the return due to each suc¬ 
cessive dose goes on increasing in amount. 


It 



'J 3 4 & X 

PRODUCTIVE DOSES 


In manufacturing in¬ 
dustries the law of in¬ 
creasing returns applies 
due to a variety of 
reasons. The applica¬ 
tion of fresh doses in¬ 
creases the scale of pro¬ 
duction so that all the 
internal and external 
economics of large-scale 
production are made 
available. Secondly, in 
a manufacturing indus¬ 
try the various factors 
of production can be 
combined in an ideal 


Fig. 29. Showing the Lew Increasing Returns. 

of production, namely, land, remains, more or less, fixed, while the 
quantities of other factors are increased. There is no such limitation 
in the case of manufacture, since the supply of all the factors of produc¬ 
tion is elastic. The most profitable portion of the various factors ot 
production can, therefore, be easily secured. Finally, new in ventions 
and new processs of production appear so frequently and regularly in 
the sphere of manufactures that they push further away the pomt ot 
diminishing returns. At any particular time, a manufacturing mdus- 
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try knows certain methods of production and its productive capacity 
is definitely limited ; as such, an increase in the quantities of various 
factors is likely to set the law of diminishing returns in operation, sooner 
or later. But fresh inventions and new methods of production appear 
60 swiftly in this field that before the point from which diminishing 
returns begin to be obtained is reached, some new improvement is 
made which pushes this point further away. This point is shifted 
forward so repeatedly and constantly that it rarely becomes effective. 

Increasing Returns and Diminishing Cost 

It should be remembered that in the case we have discussed 
above increasing returns are obtained by the application of successive 
doses of labour and capital ; and as the cost of each dose by assump¬ 
tion remains constant and does not change, it follows that increasing 
returns arc obtained at the same cost. In other words, the cost per 
unit goes on diminishing. [The reader is advised to take a practical 
example, work out the cost per unit and plot the cost curve, lliis 
curve will be a declining curve. This should be done on the same 
lines on which wc worked out the whole thing in the case of the law of 
dccr^dsing returns on p* 164 ante,] Hence this law is also known as 
the law o/ diminishing cost. 

§ 4. THE LAW OF CONSTANT RETURNS 

When the application of fresh doses of productive resources 
results in an equal return due to each successive dose, the law of cons¬ 
tant returns is said to apply. 1‘or instance, if the first dose produces 
50 maunds of sugarcane, two doses may produce 100 maunds, three 
doses 150 maunds, and four doses 200 maunds : so that the return due 
to each dose is 50 maunds. If wc represent productive resources along 
OX and output along OY, tlie law of constant returns will be shown by 
the curve CR, in the following diagram : 
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Fig. 30. Showing’the Law of Constant Returns. 
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All dotted lines are equal, which shows that the return due to 
each dose is the same. 

This law operates due to an exact counter-balancing of the tendency 
towards diminishing returns and the tendency towards increasing returns. 
This may happen, for instance, in a concern which manufactures sugar 
as well as grows sugarcane. The former is subject to the law of increas¬ 
ing returns, and the latter to that of the diminishing returns. These 
two tendencies may, in such a case, be exactly balanced so that constant 
returns mav be obtained. Such cases, however, are rare in practical 
life. This law is, more or less, one of probability and of theoretical 
interest only. 

Because the returns due to successive doses remain constant^ 
here, it follows that the cost per unit also remains unchanged. Hence 
this law is also called the laxo of constant cost, 

§ 5. NATURE AND THE LAWS OF RETURNS 

Marshallian Approach to Laws 

In the discussion of the above laws we have specifically mentioned 
the reasons why each of them sets into operation. Marshall approaches 
the problem from a dilTercnt standpoint, namely, the part which NaUire 
and Man play in production. Nature is always and everywhere econo¬ 
mical. As such, where Nature plays a predominant role in production 
as it does in agriculture, diminisliing returns are obtained. Alan lias 
been trying from tlic very beginning of his existence to subdue Nature 
and to prevent this tendency of Nature from operating. Where he is 
able to get the upper hand, as happens in manufacturing industries, 
increasing returns arc obtained. In tlie words of Alarsliall, “While the 
part which Nature plays in production shows a tendency to diminish¬ 
ing returns the part which Man plays sho^^s a tendency to increasing 
returns. If the actions of the laws of increasing and diminishing returns 
arc balanced, we have the law of constant returns”. In purely extrac¬ 
tive industries, like agriculture and mining, Nature’s contribution is 
supreme and, tlierefore, diminisliing returns are obtained. In manu¬ 
facturing industries, on tlie other hand, human control is prominent : 
therefore, increasing returns arc obtained. 

Is There Only One Law of Returns ? 

'’I’hcr*' are so re economists who maintain that there is only one 
law of returns and that is of diminishing returns. The other Uvo laws, 
tliose of increasing and constant returns, arc only conditions precedent 
to the operation of the law of diminishing returns. They arc simply 
tl\c passing pliases : ultimately it is the law of diminishing returns 
which t'perates. 

Tills point of \ icw is not quite accurate. There are three distinct 
tendencies, of tlifferent types, and should be so distinguished. In a 
particular enterprise at any particular time, citlicr the law of increasing 
returns or of constant returns maybe in operation : anil it would certainly 
be wrong to sav, then, that it is the law of diminishing returns which is 
operating. It should, however, be recognised that these three laws are 
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intimately connected with each otlier. This, indeed, misleads some 
economists to make the above mentioned assertion. 

§ 6. THE LAW OF SUBSTITUTION OR F^UI-MARGINAL PRODUCTIVITY 

We have discussed the laws of returns. There is another^ law 
of production which should also be included in our survey. This is 
called the law of substitution or of cqui-marginal productivity. 

An organiser combines the various factors of production in such 
a manner as to obtain maximum results out of the given resources. 
Maximum output at minimum cost per unit, is the ideal which he 
follows. The realisation of ideal proportions in which several factors 
should be combined, is a very difficult task ; and herein lies the real 
efficiency of the organiser. The ideal is achieved tlirough a lengthy 
process of 'trial and error’. An organiser is always on the lookout of 
substituting a cheap and efficient factor of production for a compara¬ 
tively costly and inefficient one. If his efforts are crowned with success 
and the said ideal is achieved, the marginal productivity of each factor 
will be found to be more or less equal. This law or principle is known 
as the law of substitution or cqui-marginal productivity. The law of 
substitution, as applied to consumption, is known as the law of equi¬ 
marginal utility. As applied to production, it assumes the name of law 
of cqui-marginal productivity. 

There are numerous cases in which one factor is substituted 
for another. The following arc some examples : 

(1) An organiser, in need of more space for carrying on produc¬ 
tion may cither purchase more land or he may raise another storey at 
the top of the existing building. If he adopts the former course, he 
will substitute land for capital ; and if the latter, he will substitute 
capital for land. He will of course adopt the cheaper course. 

(2) An organiser, desirous of increasing his output, may employ 
more labourers or purchase new machinery. If he docs the fornter, 
he will substitute labour for capital ; and if the latter, he will substitute 
capital for labour. 

INTERMEDIATE QUESTIONS 

1 Explain clearly the Law of Diminishing Returns. Discuss the quali¬ 
fications to which it is subject. (Andhra, Inter., 1950). 

2. Explain the Law of Diminishing Returns with particular reference 
to urban building development and min ng. (Andhra, Inter., 1944). 

3. State and examine the law of diminishing returns. Under what 
conditions will production continue even after diminishing returns have set 
in ? (Bombay, 1. Com., 1948). 

4. " The variability of proportions in which the various factors of 
production can be combined has an important bearii g upon the laws of produc¬ 
tion.” Discuss. (Bombay, 1. Com., 1949). 

5. Discuss : “ Nature and man constitute the foundation of economic 
life,” (Bombay, I Com., 1939). 

6. State the law of Diminishng Returns, and indicate the extent of its 
application. (Osmania, I. A., 1952). 
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7. Explain the Law of Diminishing Returns. How can its effects be 
checked ? (Osmanio, I. A., 1951). 

8. Explain the Law of Diminishing Returns and indicate the qualifi¬ 
cations to which it is subject. (Osn^ania, I. Com., 1952). 

9. Explain with illustrations the Law's of Returns. (Poona, I. A., 1949). 

10. Describe the Laws of Returns. (Poona, I. Com., 1949). 

11. “ While the part which nature plays in production conforms to the 
Law of Diminishing Keturns, the part which man plays in production obeys 
the law of Increasing Returns.” Examine the statement carefully. (Punjab, 
Inter., 1949). 

12. Define the law of increasing returns, and show why this law operates 
in the n';anufacture of goods, while the law of diminishing returns operates in 
agricultural production. (Punjab, Inter., 1948). 

13. State and explain as clearly as you can, the Law of Diminishing Re¬ 
turns, and illustrate it by a diagram. Is the law universal ? What are its 

limitations ? (Raj., I. A., 1953). 

14. E.xplain and illustrate the Law of Diminishing Returns. Why does 
it begin to operate earlier in agriculture than in manufactures ? iRaj., I. A., 
1951). 

15. Explain the law of increasing returns and show how the law of dimi¬ 
nishing cost follows from it. (Raj., 1. A., 1944). 

16. Narrate the Law of Increasing Cost. Why does it arise ? (Raj., 
1. Com., 1953). 

17. State clearly the Law of Diminishing Returns. What are its limita¬ 
tions ? (Raj., 1. Com., 19+9). 

18. State and explain the Law of Diminishing Returns. hy is it found 

operating more in agriculture than in manufactures ? (.Raj., I. Com., 1947). 

19. State precisely what is meant by the Law of Increasing Returns. To 
what type of industry docs it apply and under what conditions ? (Travancore, 
Inter., 1943). 

20. State and explain the Law of Diminishing Returns. What are its 
limitations ? (Ltl-.al, 1. A., 1951 S). 

21. State and illustrate the Law of Diminishing Returns. Explain its 
limitations. (.L'tknl, l.C'om., ly.^'l S). 

22. It is said tliat predominance of human and natural factors in pro- 
•duction leads to the operation of the l.aw of Increasing and Diminishing Re¬ 
turns respecii\ ely. Explain. (Ltkal, 1. Com., 195U). 



CHAPTER 26 

GIFTS OF NATURE OR LAND 

Much of the economy of society depends on the limited quantity in which 
«ome of the important natural agents exist, and more particularly land.—7. 5. 

Mill. 

§ 1. MEANING OP LAND’ 

Deanition of Land’ 

The term Land according to dictionary, means the surface of 
the ground. In Economics, however it is used in a wider sense to 
signify all the gifts of Nature, the surface of the ground being one of 

them. It includes : 

(1) the surface of the ground on which we live and move about: 

(2) The water covering that surface, e.g., rivers and oceans ; 

(3) the minerals hidden below the surface, like coal, gold, 

etc., and 

(4) air, heat , light and rainfall. 

Soil and sub-soil on wlilch crops grow, topographical construction, 

I V?1 Inration climatic conditions, navigable waterways, water- 
geographical animal resources, lishcnes and mines, and 

falls, winds v g included under Land. In other words, the 

jiatural harbour , j-^ce of the earth and the materials above and 

term Marshall aptly observes, “by land is meant not merely 

beneath it. As ivi F word but whole of the materials and the 

for .sc Una .nd w..r, U 

air, light and hcat.’^ 

Land Nature, and Gifts of Natxire 

r -11 be felt by the reader that the use of the term 

T ,^^V''this*’wide^!cnsc is somewhat confusing and misleading, espe- 
L<a«d in thi ir u,. ^mes across this term in a boolc on licono- 

cially to a * j i,teral sense to mean the surface of tne earth, 

whereas It may actually begun to use the ex- 

poss.b.l.ty of confus^o^^ 

prcssion of this factor of production quite com- 

^""h^Uo ttc tcrmV<S« for Land ; bat since Natur... a 
word having various shades of meanmg, its use is not very advisable. 

In the followinK pages, however, wc have made use of the term 

Land in preference which IS probably the best name 

that can be given to this factor, because through long usage LariJ uas 
^r^e“o occupy a unique position in economic literature and lias he m 
used by most economists. It is, therclore. necessary mat studcnu 


1 Marshall, PrincifUt of Economics. 
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should he familiar with its use in the economic sense. Moreover as 
Professor Ely observes, “Of what belongs to external nature, it is with 
land that we have principally to do in Political Economy.” This lends 
further support to the use of the term Land. 

§ 2. CHARACTERISTICS OF LAND 

Land has certain distinctive characteristics which can be easily 
pointed out : 

(1) Fixity in Quantity. Land is fixed in quantity and cannot 
be increased. The area of India is 1.2 crore square miles and can- 
rot be increased. If a mine has one million tons of iron, it cannot be 
made to yield two million tons. Howsoever we may want abundant 
sunshine or rain, we must be content with what reaches us by natural 
processes. Sometimes the available land can be increased by such 
means as filling in swamps or by making terraces on the mountains. 
Put this is simpiv a case of the conversion of potential land into effective 
land and not an increase of total land. This characteristic of fixity in 
quantity is not sliarcd by other factors of production, all of which can 
be increased or decreased. 

f21 Land in not Produced. Land is a gift of Nature and is not 
produced bv man. As such, so far as society is concerned, land has 
no cost of production and, therefore, no value; but so far as individuals 
arc concerned, land docs have value and is purchased and sold like any 
other commoditv. 

(3) Pasm'ily. Land is a passive factor of production. It 
docs not take an active part in the process of production but is itself 
acted upon bv men and machinery. ‘In production man is the directing, 
active agent; Nature the obedient, passive agency. 

(4) J'aryin^ .Suitability. All land is not equally suitable for 
all purposes. The land in tlie heart of a city is suited to the 
stniction of buildings ;a damp plot lying about in a village is suited 
to the growtii of cotton or sugarcane or jute; whereas a comparatively 
drv land uith cold climate is meant for wheat. 

, (5) Effect of Location. The value of land is governed, to a 
great extent, bv its location, and by tiic means of communication 
between it and otlier lands. Lands nearer to towns fetch higher 
rents tlum those farther away. I'hc value of labour and capital is also 
affected bv distance, but not to the same extent^. 

§ 3. EFFICIENCY OF L.AND IN PRODUCTION 

Land is a primary and indispensable factor of production ; \yithout 
land no proiluction is possible. However man may exert himself, 
even with the aid of all the machinery and skill that he can gather, he 
can produce nothing unless tliere is land to which his efforts can be 
applied. It is land from and out of which we obtain the numerous 

2 Students mfiv find t\No other chnrocteristics mentioned in the books. 
T hey nrc : (1) I.ond is pirmancnt, It docs not wear out. This is, however^ 
true of the area of lai d surfoct s ord i^ot < f its fertility cr other pifts ot Isature* 
(2) The Iccaticn of hii'd is fiNCd. This tpcin is true of lard surfiicc olonc. 



GIFTS OP NATURE OR LAND 


173 


commodities and forces which make our life complete. From the soil 
we get the foodstuffs which keep us alive, and the agricultural raw 
materials which feed the manufacturing industries. Mines sinailarly 
provide us with valuable raw materials like iron, coal, copper and others 
worked upon in the factories and converted into useful articles minis¬ 
tering to varying human wants. Forests, again, afford timber; and 
oceans fish. Even such natural forces as water and electricity are har¬ 
nessed by human beings for the production of wealth. It is on the 
surface of land that all our transport lines run ; and even in the air we 
move about in aeroplance.® The function of land in production is, 
therefore, supreme. The importance of land can be well appreciated 
from the fact that all the rich countries of the world are the ones which 
have been endowed with plentiful gifts of Nature.'* If U. S. A. 
is the wealthiest country, it is because she has enormous agricultural, 
mineral and industrial resources. The same truth applies with full 
force to Great Britain, Germany, Japan and others. India is unfor¬ 
tunately a country which is very poor in spite of its being liberally 
endowed with gifts of Nature, because the latter are not systematically 
exploited to maximum advanuge. It is, however, hoped that with the 
passage of time thisunfortunatefeatureof our economy will be corrected. 

§ 4. EFFICIENCY OF LAND 

Efficiency of business unit, we have seen, depends upon the 
efficiency of each factor of production it makes use of. As land is 
a very important factor of production, its efficiency is a fundamental 
necessity for securing the efficiency of the entire productive process. 
By efficiency of land is meant its suitability for the purpose to which 
it is put. Efficiency is measured by productivity. Other things 
remaining the same, the land which yields larger output is more elficient 
than the one which yields less output. The efficiency of land depends 
upon the following conditions : 

(1) Natural Conditions. Natural conditions, to a large extent, 
determine the efficiency of land. Of these conditions, the character 
of the soil, the climate and the sub-soil water are the most important. 
Some of these factors can be controlled by human beings. The charac¬ 
ter of soil, for instance, can be partially changed through fertilisation, 
irrigation and otherwise. The climate cannot be changed, but can 
be modified through afforestation, construction of glass-houses and use 

3 The chief ways in which land helps is production are as follows. (I) 
It ufTords support for man and the buildings erected on it. (2) Ita extension 
permits the movement of men and goods from place to place, (3) Its geogra- 
phicat features, mountains and rivers, etc., aid in many ways. (4) It supplies 
the materials, vegetables and animals, from which all commodities arc made. 
(5) Kach portion of it enjoys its share of summer’s heat and winter's cold, air, 
sunshine and rain, without which no form of life could long continue on the 
earth. See Scager, Op. Cit. 

4 The countries of the world most favoured by nature are evidently 
those whose soils bring forth the most common necessaries of life of the best 
quality and in the largest quantity. In these countries the manufacturing 
power specially prospers, by means of which the nation attains to the highest 
<Iegrce of mental and social development and of political power.—List, The 
System of National Economy, p. 131. 
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of humidifiers. The deficiency of sub-soil water can also be made good 
through artificial irrigation. But in all such cases the results are 
achieved through the application of labour and capital to land and 
cannot be reckoned as Nature’s bounty. 

(2) The Organising Ahility. The efficiency of land also depends 
upon the manner in which it is used in the process of production and 
the way in which other factors of production are combined. 

(2) External Conditions. Then there are some forces and 
factors working from without which also affect the efficiency of land. 
Nearness to the market, the existence of cheap and quick means of 
transport and such other factors fall under this category. External 
conditions arc very important in determining the efficiency or other¬ 
wise of land. It may be that a plot of land is inefficient today because 
it is far removed from markets and because the means of transport 
ioining it with them are not adequate and efficient; but if after some 
time the means of transport arc so much developed that the land is 
practically drawn to the markets, it may suddenly acquire efficiency. 

§ 5. EXTENSIVE AND INTENSIVE CULTIVATION 

The cultivator of a given plot of land obtains, more or less, a 
definite ouantitv of yield at any particular time. If he wants to 
increase his produce, he can cither (1) bring more land under plough, 
or (2) apply more labour and capital to tlic same plot of land. The 
adoption of cither of these two methods will increase the output. 

In the former method, the area of cultivation becomes more 
extensive than before; hence it is known as extensive cultivation. In 
the latter case, the same plot of land is operated upon by more labour 
and capital than before ; in other words, cultivation becomes mtertsive. 
This method of cultivation is, therefore, known as intensive cultiva¬ 
tion.® 


A cultivator wishing to increase his output may follow cither 
of these two mct],ods ; but which method he should select out of these 
tvn is more or less a question of cost. If he finds that additional pro- 
dnee can be raised more cheaply by following extensive cultivation than 
bv folk wing intensive cultivation, he will adopt the former method. 
If on the otler hand, intensive cultivation, seems to be the cheaper 
metl od he uill naturally adopt it. In case land is so plentiful that it 
cm be had at a nominal cost while labour and capital are cornparatively 
denr ext, nsivp cultivation will be the cheaper method for the obtain- 
merJ of increased output. The progress of all the countries of the 
world slows that in carlv times whenever men felt the necessity of 
incr. ased agricultural output for supporting increasing population, 
tl t v reported to extensive cultivation because land was obtainable in 
time^mcrelvfor tbcasling. In America the early settlers follow¬ 
ed tl ew-st. ful process of cul^i^ating a plot of land, to be readily oban- 


5 It rnny Le repeated hero tbtir all tjie fnctor.s of production are, of coutyC, 
incronsed when ircrcosed output has to be obtained. But in extensive cultiva¬ 
tion it is rbicUv land which is increased, other factors are increased much les» 
than proponionatelv. In the case of intensive cultivation, on the other hand, 
land leniains fixed in quantity while other factors are increased. 
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doned, as soon as its yield deteriorated, in favour of a new and 
virgin land. This method was condemned as “earth butchery”, and 
was an extreme example of careless extensive cultivation. But if 
the land is rare due to pressure of population while labour and capital 
are comparatively cheap, intensive cultivation is preferred to extensive 
cultivation. In recent times population has tremendously increased 
and land values have sprung up sky-high, with the result that intensive 
cultivation has made rapid progress in almost all the countries of the 
world. In Denmark and Holland in particular, where population is 
very dense in comparison to the area available, highly intensive culti¬ 
vation has to be practised. In the most thickly populated countries 
of the world, namely, India and China, intensive cultivation though so 
far held in check by ignorance and poverty, is becoming common. 

It must not, however, be supposed that a country either follows 
intensive method or extensive method. That is not so. Asa matter 
of fact, extensive and intensive cultivation go side by side in a country 
for certain length of time; and while afterwards intensive cultivation 
may become the more important method, extensive cultivation lingers 
on for considerable period and it is rare that it entirely vanishes. The 
application of intensive method depends mainly upon (i) increasing 
population and (it) technical improvement. In the earliest stage of 
habitation, population is small and technical knowledge limited ; hence 
extensive method is adopted. But as population increases, intensive 
cultivation becomes growingly necessary and improvements in tech¬ 
nique make its adoption possible. At this stage intensive cultivation 
begins to get popular. In certain cases cultivation may be very back¬ 
ward so that they cannot adopt intensive cultivation. This is the case, 
for instance in 'India. In such a case the speed at which intensive 
cultivation is adopted will be slow. Nevertheless, the tendency is 
towards a greater adoption of intensive cultivation; and this tendency 
pets stronger as population increases further and technical improve¬ 
ments arc adopted on a wider scale. And, indeed, we can think of a 
country where everybody adopts the intensive method. But this is 
nerhaps imaginary case, as much remote from existing reality as a 
country which follow;s only extensive method. In most of the countries 
today intensive and extensive methods generally go hand in hand. 

INTERMEDIATE QUESTIONS 

1 Write a short note on Intensive and Extensive Cultivation. (Raj., 

I. A., 1951). 

2. What are the factors that affect the productivity of agricultural lands ? 
‘Raj., I. Com., 1947). 

3. Define Land. What are the factors that affect the productive effi¬ 
ciency of agricultural land ? (Raj., I. Coin., l'M6). 

4. Define Land. What are the peculiarities of land as a factor of pro¬ 
duction ? (Utkal, 1. A., 1951 S). 



CHAITBR 27 
LABOUR 

Since the essence of production is that it leads to the satisfaction of utih- 
ties it follows that any labour or effort that yields utilities is productive. 1 ne 
musician whose performance brings us pleasure does precisely the same sort 
of thing as the flowers whose blossoms last for a few hours, lausstg^ 


§ 1. MEANING OF LABOUR 

The second factor of production is known as Labour. It is, like 
land, indispensable for production. No production, from the simple 
form of plucking fruits to the extremely complicated form of 
facturing cars and aeroplance, is possible without labour. You nna 
labourers working in small workshops and in big factorie^ in fields 
in business shops, on docks and at railway stations. Though in © 
present age, much of the human labour has been substituted by macn^ 
nery, still some labour has to be used even in the most niechanized 
establishments. Machinery themselves have to be,operated upon by 
human labour. 


The word labour is of common occurrence. In everyday sp^ch 
it refers to the exertion involved in the performance of a work. The 
economic sense of the term labour is, however, not so wide, firstly, 
it includes the work done by human beings only, and excludes the 
work done by animals. The bullock which draws a bullock-cart, the 
dog which keeps a watch all through the night, and the donkey which 
carries the washerman’s load every day, all exert themselves but their 
exertion is not rcgurclcd as l;ibout in Kconomics. 

Again, human effort of each and every kind is not ‘labour’. 
Since Kconomics studies only those human activities which have rela- 
tiim to wealth, only that form of human exertion whtchts 
umhrtaken xvith a view to obtain wealth or to earn an economic reward. 
The exertion made without any economic motive but simply to derive 
pleasure or to perform some duty towards one’s relations or country, 
is not labour. When you play tennis in the evening, you certainly 
exert yourself ; but since your object is not to earn money but simply 
to keep vourself hale and hearty, it is not labour. The marker, however, 
wlio iL aches vou how to improve your game, does so lor earning his 
li\elihood anil his exertion will certainly be called labour. When you 
go for a picnic along with the servants who carry the needed articles, 
\ou do not labour but the servants do. 


Jevons detines labour as any exertion of mind or body undergone 
partly or wholly xcith a viexo to some good other than the pleasure derived 
directly from ’the work. Marshall has quoted this definition with 

approval.^ 

It should be remembered that the word labour is used in Eco- 


1 Marshall, Principles of Economics. 


LABOUR 


177 


nomics in the abstract sense as well as in the concrete sense. In the 
former sense, labour refers to human exertion (as defined above) while 
in the latter sense, it refers to labourers. The word labour is thus 
made to apply sometimes to the exertion which a labourer has to under¬ 
go and at others to the labourer himself. Students should clearly 
distinguish between these two meanings of the term. 

§ 2. CHARACTER OF LABOUR 

Labour, as a factor of production, has certain distinct charac¬ 
teristics which may well be remembered: 

(1) Labour is indispensable for production, no production 
being possible without its aid. Even the richest gifts of Nature and 
enormous stocks of capita) cannot produce wealth unless human beings 
exert themselves and harness them for the purpose. 

(2) Labour is perishable. It is lost with the passage of time. 
If a labourer does not exert himself on a particular day, the labour 
of that day is lost for ever and cannot be regained. 

(3) Labour is not only a means of production but is also its end. 
Labourers not only help in the production of wealth but they arc also 
the persons for the satisfaction of whose wants production is carried on. 

(4) Money can be invested in labour. Money spent in the 
acquisition of skill, education and physical power does not differ from 
the money invested in the purciiasc of factories and machines. Both 
yield an income. Hence labour is sometimes called 'human capital’. 

Land and Labour 

Land and labour are both indispensable factors of production, 
but there arc some vital differences between the two. Firstly, land is 
a passive factor of production and is acted upon by man and machi¬ 
nery; while labour is an active factor of production and makes use of 
other factors in the productive process. Secondly, land is strictly limited 
in quantity—it cannot be increased or decreased; but the supply of labour 
can be increased or decreased. It can be increased by increasing birth 
rate or efficiency of labour or both ; it can be decreased by reducing 
the birth rate or efficiency or both. 

Labour and Capital 

Capital and labour have close relationship. Capital is nothing 
but 'crystallised labour’. It is just that part of wealth produced by 
labour, which is used in further production of wealth. But there are 
certain well-marked differences between the two. Firstly while labour 
and capital are both destructible the former is capable of recuperation 
more frequently than the latter. Secondly labour perishes sooner than 
capital. Labour deteriorates rapidly even when unused. A worker 
tends to grow with advancing age wlicther he is idle or busy. Capital, 
however, does not deteriorate so rapidly. Thirdly, capital can be trans¬ 
ferred from place to place and from occupation to occupation more easily 
than labour. A man who has one lakit of rupees in the State Bank of 
India can send it in no time to London or New York or Berlin; and an 
owner of an iron and steel company can sell it any time and reinvest 

12 
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his capital in cotton textile company or sugar company according to hi» 
choice. But the U. P. labourer will think several times before making 
move to Madras or to Ahmedabad. Finally money invested m madu- 
nery can be easily wthdrawn by its sale, but the money invested m 
education and skill cannot be so easily got back. 


§ 3. IMPORTANCE OP LABOUR 

Labour is an indispensable factor of production. In simple as 
well as in complex forms of production some kind of laboim is mevit- 

ablv involved. Everywhere on the face of the earth, man lives by the 

sweat of his brow. Even when Nature is bountiful in her gifts and 
human wants are as simple as they are few, some exertion is necessary 
for the acquisition of desired articles. If fruits are wanted, they must 
be plucked ; if flesh is desired, animals must be killed. And as we 
move from the places where natural resources arc rich and extensive and 
climatic conditions favourable, to places where natural wealth is meagre 
and climate unfavourable, the importance of labour increases tremen¬ 
dously. ... 

Compulsion to labour has indeed been the source of the civili¬ 
sation itself. Man instinctively tries to work as little as possible. He 
has been making endeavours to avoid labour from the very beginning 
by several means like the invention of machinery and the introducuon 
of division of labour. This tendency is called laio of least e//or/ and is 
the foundation of economic progress. “It has been very we i 
that man works prodigiously to avoid work, exactly »» ^^s been 

said that he has waged war so as to avoid future wars though he does not 
seem to have succeeded much better in the one task than m the other. 
It looks like a fool’s game that he is playing— underpmg all sj^ting 
toils to make his task easier. But this fool’s part that N^re makes 
him to play is reallv a blessing. It is fortunate that the object he ^ms 
at is always attained he stops only when work becomes no ^ 

‘the buzz of the bee or the chirping of the bird that wiU become 
the attractive labour that was the ideal of that admirable socialist, 

Fourier.”* 

§ 4. KINDS OF LABOUR 

Labour may be classified into (0 productive and unproductive 
labour, (ii) skilled and unskilled labour, and (mi) mental and manual 

labour. 

Productive and Unproductive Labour ^ 

Labour may be productive or unproductive. Since production 
means creation of utilities, all the labour which results in the aeation 
of some utility is called productive while that which fails to do M l* 
known as unproductive. For instance, the labou^r devoted to *e sit¬ 
ing of a hook is productive if the hook is published and brings profit 
to the author and publisher ; but if the book is not published, the labour 
involved in its writing is wasted and is, therefore, unproductive. 


2 C» ftftes Gidc, Fint Principles of Political Economy, (Row’s Transla¬ 
tion from the Franch), pp. 19-20. 
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Which labour is productive and which unproductive, has long 
been the subject of discussion among economists. Early French ecno- 
mists, called Physiocrats, lield that the labour of agriculturists alone 
was productive ; the labour of people other than agriculturists was 
unproductive. Later on Adam Smith, the father of modern Economics, 
extended the scope of tlic term productive labour and included in it all 
the labour which results in the production of material objects. Accord¬ 
ing to him, the labour of a potter is productive but of a musician un¬ 
productive ; the labour of a cook is productive but that of a teacher 
unproductive. But it will be appreciated that the labour of all the above 
persons is after all an exertion of body or mind and is of the same nature. 
It is, therefore, rather illogical and arbitrary to call the labour of some 
of them productive and that of the others unproductive. Modern 
economists, therefore, define the term productive labour as the labour 
which results in the production of some utility, whether that utility is 
embodied in some material object or not. 

Skilled and Unskilled Labour 

Labour may be skilled or unskilled. Skilled labour is that which 
requires some special skill and training in its performance. The labour 
which can be performed without any sort of special training is called 
unskilled. The labour of a domestic servant and of a chaprasi is unskil¬ 
led, but the labour of a motor-driver, engine-driver, a musician and a 
dancer is skilled. 

Skilled labour Is, as a general rule, highly paid because skilled 
labourers I avc to undergo special training, their supply is usually small 
and the demand for them is comparatively great. Unskilled labour, 
on the oil er hand, is poorly remunerated because of tlie absence of 
special training, its abundance, and a comparatively small demand for it. 

Th« re is a certain degree of competition between skilled and 
unskilled hhourers. If a skilled labourer is thrown out of employ¬ 
ment, he ran take up an unskilled job and thus compete with un¬ 
skilled hl ourers. But unskilled labourers cannot compete with skilled 
labourers for specialized and skilled jobs. 

It is rather interesting to observe that as industrial, mechanical 
and gcr<ral intelligence is increasing, the gulf between the skilled and 
the unskilled labour is tending to be bridged over. In fact, the term 
skilled is relative to the conditions of a country. For instance, ability 
to read ard write is regarded as skill in India but not in America where 
most of tl e people arc educated. In our country education is making 
slow hut steady progress ; and as it tends to become the possession of 
the maj<iriiy of men and women, it will cease to be considered skill. 

Mental and Manual Labour 

A very common classification of labour distinguishes mental 
labour from manual or physical labour. It must, how-cver, be recog¬ 
nized tl.al instances of purely mental or purely manual labour are 
extremely rare. The purest instance of mental labour involves some 
physical labour, and the purest instance of physical labour involves 
some mental labour. The philosopher must move his tongue and limbs 
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§ 5. SUPPLY OF LABOUR 

We shall now consider what s!ghf 

country and how it is me»s« j^^^ber of labourers. But this is not 
supply of labour IS equal pQ^er depends upon two factors: 

exactly true, because labour p efficiency of labourers, 

(1) the number of ;^o"esonabLrerf^^ 

Suppose a country possesses lO^or labourers of the first country 

possesses 20 crorcs of labourers U the labom^ 

are twice as efficient as labourers in the ““labour is a two- 

power in both the countr e K^inc measured by (i) number of 

dimensional entity. "w o/libour and the 

>»" -“‘S- 

INTERMEDIATE QUESTIONS 
1. Define P^^^uctiv^ labour Is^th^ 

SrnfrtadTn^Vo'r hiTciamiSn, an^Cd) a mc.hcr looUng after her children 
(Bombay, h com., W39).^ Productive and Unproductive Labour. (Madhya 

“‘‘“'I' ' Dt'tlngulah between Productive and Unproductive Labour. (Poona. 
1. Com., 1950). 



CHAPTER 28 

QUANTITY OF LABOUR : MALTHUSIAN THEORY 

Just as Darwin shocked traditional theology regarding the origin, so Mal- 
thus offended it in respect of the continuance of the human species.— Nicholson. 

§ 1. THE SIZE OF POPULATION 

The number of men, women and children living in a country at 
any particular time constitute tlie size of population. The size of 
population is determined by natural factors, i.e., births and deaths, 
and by migration. 

1 Natural Factors 

Births increase the population of a country while deaths detrease 
it. These arc the two natural factors which gc to determine the size 
of population of a country. 

(a) Birth Rate 

Birth rate expresses the number of children born per 1,000 per¬ 
sons living in a country during a given time. Births increase the size 
of population, if other factors remain the same ; as such, the higher 
the birth rate, the greater the rate of increase of population. It is 
evident that if 30 children arc born in a year among a thousand people 
in one country, and only 15 in a thousand among another countiy , the 
population of the first is likely to increase more rapidly than that oi the 
second. The factors determining birth rate are not fully known but 
the more important of them may be discussed here : 

(i) Climattr. In hot countries people become mature at an t arly 
age and marriages take place fairly early, while in cold countries people 
mature late and marriages take place at a fairly advanced age. Naturally 
the number of children born during the lifetime of a couple is larger 
in a hot country than in a cold country. 

(iV) Religious Customs. Where religion has a great hold on the 
masses, it plays an important part in determining tlic birth rate. In 
our country, for instance, religion enjoins that a girl should be married 
before she attains puberty, with the result that she gives birth to a large 
number of children during the period of her married life. Birth rate 
is thus greatly increased. 

(rVi) Social Causes. Social customs also determine birth rate. 
Formerly people used to take pride in a large family which was an 
important means of enhancing social prestige ; birth rate was, 
therefore, very high. But late marriages have now become customary 
in this country, especially among the educated classes. A large family 
is now generally looked down upon and is considered to be a sign of 
carelessness, if not of poverty, of a couple. Such considerations have 
a diminishing effect on the birth rate. 

(»v) Political Conditions. The Governments, in some countries. 
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encourage large families as a definite state policy. In Gerra^y 
Italy, for instance, the Fascist Governments used v^ious methods to 
inculcate in the people a desire to have more children. Such state 
inducement is likely to lead to a high birth rate, other things remaining 

the same. 

(v) Economic Conditions. The desire to mpry is also influenced 
by the standard of living of the people. Intelligent and 
young men and women have begun to postpone marriages 
arc able to support a big family. Even when they ^e married th 
high standard of living checks a rapid rise in the birth rate. This i 
not tlie case when the standard of living is low. Poor children cannot 
be sent to school; on the other land, they easily find employment m 
factories or shops and begin to earn their upkeep. Economic mde^n- 
dence induces them to marry early and settle down in file, ine 
low standard of living thereafter leads to indiscriminate birth ot chitaren. 
The general tendency among the educated classes in this country, how¬ 
ever, is to postpone marriage till the education of the boy is complete. 
Such consideration is, however, not given to the marriage of girls. 


(b) Death Rate 

By death rate is meant the number of persons dying per 1,000 
persons living in a particular country during a given period of time. 
Other things remaining the same, the higher tlie deatli rate, the lowr 
the rate of increase of population. If in one country 30 persons die 
in a year out of a thousand, and in another only 15 die, obMousIy 
latter will increase more rapidly in population than the former, Ine 
factors determining the death rate are tlie following: 

(0 The State of General Progress. General progress reduces 
death rate. Educated and progressive persons take proper care in keep¬ 
ing their children neat and clean, and themselves lead a healUiy lite. 
They are particular about nutritious food, neat clothing, tidy shelter and 
otlicr healthy requirements of proper living. As such they live long 
and do not fall an easy victim to various major and minor diseases. Iri 
India however, most of the people arc uneducated and backward and 

rarely take such considerations into account. They fail to lead a healthy 

life, die at an early age, and suffer from diseases so long as they live, 

(ii) The Age of Marriage. If a couple is married at an early age 
and children begin to be born immediately thereafter, the physique of 
the husband and the wife is badly damaged and their life is shortened, 
'riicir children are also weak and many of them are carried ott even 
before tliey are one year of age. This is what commonly happens in 

our country'. 

iiii) Natural Calamity. Natural calamities like earthquakes, 
floods and others take people unawares and are difficult to be handled. 
They increase dcatlis quite suddenly and considerably. 

(tv) Poverty of the Masses. It disables them from getting 
nutritive food, proper clothing and fair shelter. The poor have 
small power of resistance and whenever they catch some disease, they 
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are seriously weakened. The death rate under such circumstances is 
usually high. 

In India death rate is very great. The major and minor diseases 
that very often break out, take a heavy toll of human beings. The 
female and infantile mortality is particularly disastrous. 

(c) Survival Rate 

Increase in population due to natural factors is determined by 
excess of the birtli rate over the death rate. This is called tlie ‘survival 
rate’. 

Population is said to be stalic when the births and deaths taking 
place in a country per year are equal so that the population remains 
unchanged. The population of France during the last decade remained 
more or less static. When births and deaths take place in such num¬ 
bers that the population either increases or decreases, the population is 
said to be dynamic. When the population tends to increase, ti»e dyna¬ 
mics is said to be positive j and when it tends to decrease, tlie dynamics 
is said to be negative. 

2. Migration 

The movement of people from one country to another is known 
as migration. Migration from a country is known as emigration while 
migration into a country is known as immigration. Emigration and 
immigration are important factors in the determination of tlie size of 
population of a country. The excess of immigration over emigration 
which may be called the rate of net migration, increases the size ot popu¬ 
lation. If, on the other land, emigration exceeds immigration popu¬ 
lation decreases. U. S. A., Canada and Australia have gained greatly 
in population by the large number of immigrants, while Ireland had 
her population reduced by emigration. In our country migration is 
not an important factor in the determination of the size of population. 
Immigration into India is practically non-existent while tlie colour 
prejudice and the bad treatment accorded to Indians abroad discourage 
emigration. 

§ 2. THE MATHUSIAN THEORY OP POPULATION 

People of all ages have given some thought to the problem of 
the growth of population. The modern thougJit on the subject began 
from the year 1798 when Malthus, a clegyman and a Cambridge wran¬ 
gler, published his celebrated book namad as An Essay on the Principles 
of Population. 'I'he law of population propounded by Mrlthus in tliis 
book is known as the Malthusian Tneory of i^opulatioii. Millhus's 
reasoning can be conveniently divided into tliree parts‘; the supply of 
labour, tlie demand for labour, and the conclusion. 

(1) The Supply of Labour. Malthus argued that human beings 
have a natural instinct to multiply their numbers almost recklessly. 
He studied the liistory of the various countries of the world and found 
it was so. The increase in population would have, indeed, been cnor- 


1 Marsiull, Economics of Industry. 
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iTous were it uot prevented bv diseases, wars and famines, etc., all of 
which were called by Malthus, Natural or Positive Checks to Population. 

(2) The Demand for Labour. According to Malthus, Ae 
amount oi food greren in a country is the limit set by Nature for the 
growth of population. It is, in other words, the maximum demand 
for l?hour. Population cannot manage to cross this limit for any 

length of time. 

Malthus showed that up to the time of his writing, no country 
had been in a position to grow'all the food for its increasing population. 
In other words, population tends to increase faster than the food supply. 
He illustrated this tendency by the use of geometrical ^d arithmetical 
progressions. He said that if population is assumed to increase in geo¬ 
metrical progression like 1 : 2 : 4 : 8 : 16 and so on, food supply ^11 
have to be assumed to increase only in arithmetical progression like 
1 : 2 : 3 : 4, etc.* Thus population tends to outstrip the means ot 

subsistence. 

(3) Conclusion. This study led Malthus to conclude that 
history is likely to repeat itself. Population wnll always tend to out¬ 
strip the food resources and Nature will do her own pnming. 
eases, wars, famines and such other calamities (Positive Oiccks) w'lli 
continue to carry off surplus population in future as they have one m 
the past. 

The future of the society thus painted by Malthus was mons¬ 
trously gloomy and dark; he was seriously criticized for it and began 
to be called a ‘pessimistic economist*. He, thereupon, made further 
study of the problem and added preventive checks to the positive checks 
alre/dy mentioned by him. He opined that all the m.ser.es to 
Nature subjects humanity for carrying off the surplus population i.e., 
the Positive Checks, can be escaped if human beings practise moral 

self-restraint, f.e.. preventive checks, and thus hu" ^r- 

within the limit set by food resources of the country, “e thus for 

mulatcd trvo kinds of checks to prevent population : (1) 

CAeekr, like moral self-restraint, which human beings can apply to 
escape the rude methods of dccrcasingpopulation which Nature adopts 

and (2) Posilive Checks, i.e., the methods adopted bv ^a^re for doing 
awav with surplus population. Malthus appealed to 
and' non-Christians to exercise moral 

tion in check to esci pe the misery and vice that may be the lot of future 
generations. 

Checks to Population 

The checks to population propounded by Malthus may be studied 
in greater detail. According to him, the available food supply is 


2 Sometimes it is stated that according to Malthus food supply increases 
in arithmetical propression ^hilc 7 . f 

Bion This is a wrong statement. NIalthus never said this. He simp y . . 

trated the increase in population and food supply by geometrical and 
propressions respectively. This misstatement is a very common error and 

should be avoided by students. x 
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the natural limit against which population is constantly pressing. The 
methods of preventing population from crossing this limit, were called 
by him “checks to population”. From the objective point of view he 
divided these checks into positive and preventive. Positive cheep 
include those causes %vhich increase the death ratc^and preventive pecks 
refer to those causes w’hich decrease the birth rate. From subjective 
point of view, these checks were classified into misery, vice and moral 
restraints. Vice is different from misery inasmuch as its immediate 
effect may be happiness while the effects of misery are always bap 
Moral restraint does not lead to misery or vice but causes a certain 
kind of temporary unhappiness. These checks have been tabulated 

below 


CHECKS TO POPULATION 


Positive 

(increasing deaths) 


Misery 

(War, diseases, 
famines, etc.) 


Vice 

(Improper 
sex acts) 


I reventive 
(decreasing births) 

I 

Moral Restraint 
(Postponement of 
marriage, etc.) 


It is interesting to note that Malthus did not really believe in 
his heart of hearts, that preventive check, namely moral restraint, 
would ever be practised by a large majority of people and could be 
seriously depended upon to limit population. His wavering attitude 
naved the w’av for the so-called Nco-Malthusianism which sanctions 
the use of artificial methods of birth control as an effective preventive 
check to population. Mahatma Gandhi advocated pe practice ot 
moral self-restraint and did not favour the use of artificial means. 


Criticism of the Mathusian Theory 

Malthusian theory is not entirely correct. It was wrtainly 
correct at the time when Malthus propounded it ; but since then the 
world has considerably changed, and many fptors unforeseen by 
Malthus have come into play and have rendered his theory inapplicable 
to modern times. During the time when Malthus lived, the population 
of Great Britain was on an increase ; food supply was getting scanty. 
Great Britain could not draw food supplies from India or America 
due to absence of trans-oceanic trade. Time was ripe for a theory as 
gloomy as Malthus’s. All these conditions have now become things 
of the past. Population of Great Britain has increased oniy insignifi¬ 
cantly. Food supply is not deficient now mainly due to the deve¬ 
lopment of oceanic trade and transport. England has today become 
a great manufacturing nation and though she does not produce enough 
food for her dense population, she can exchrffige her manufactured 


3 It ia impossible that a positive check so goading and remorseless as 
famine should prevail without bringing in her train all the others. Pcstilcnco 
is her uniform companion, and murder and war are her followers — i>emor. 

4 See Gide and Rist, History of Economic Doctrines. 
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products vsnth the agricultural products of other countries and sustains 
•a much larger population than what Malthus could imagine. 

MalthuSy in fact, exaggerated the rate of increase of population. 
He did not realise the biological fact that the fecundity of human race 
diminishes with advance of civilisation. A general rise in the standard 
of living of the world population has decreased birtlis. Even in the 
lower classes, the enactment of the various Educational and Factory 
Acts, prohibiting employment of children, has made the begetting of 
children unprofitable, hlalthus did not foresee all these developments. 
He also failed to give weight to tlie various social tendencies which today 
operate against an increase in population. For instance, there is a 
strong feeling in modern society against large family which is regarded 
as a great folly and the old pride in large family has now vanished. 

Malthus not only exaggerated the rate of increase of population, 
but he also failed to foresee the rapid increase in the production of food¬ 
stuffs which modern nations can command. He did not realise that 
the Law of Diminishing Returns could be checked by improvements 
in methods of agriculture. He also did not understand that food supply 

f jroduced by a nation is not an effective limit to her population ; the 
imit is, in fact, set by the quantity of foodstuffs that a country can 
command, either by herself producing it or by importing it from 
other countries. A manufacturing country may grow very little food¬ 
stuffs hut may export its manufactured goods and import food supplies 
instc.ad, and may thus support a very heavy population. This is, for 
instance, what England is doing at present. In fact, the problem of 
modern society is not under-production but over-production ; our 
probkm in not how to produce more goods, but how to dispose of the 
goods that liave already been produced. 

Recent statistics definitely prove that in advanced countries like 
U. S. A., United Kingdom, France, etc., population has not increased 
so rapidly as the means of subsistence. 

MuUhusian Theory and India. Though tlie Malthusian tlieory 
is not applicable to the western countries, it is applicable to a backward 
country like India. In India population has been increasing more ra- 
piilly than the agricultural output. Our manufacturing industries are 
also undeveloped or ill-developed and disable us from getting food 
supplies from other countries for manufactured goods. The conse¬ 
quence is th.Tt population often presses against the limit set by the food 
supplies. People of this country are so ifliterate and so blindly wedded 
to loose religious and social customs that they do not practise moral self- 
restraint. The absence of preventive checks is associated with the 
absence of the practice of artificial methods of birth control because of 
the poverty, illiteracy and conservatism of the masses. Naturally, 
tliercforc, Nature brings into action her own rough and crude methods. 
Diseases, floods, earthquakes, riots, etc., take place very often and carry 
off tlie surplus population every now and then, 

§ 3. OPTIMUM THEORY OF POPULATION 

'I'hc MuUhusian Theory tells us the maximum population that 
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can exist in a country, in relation to the available food supply. If 
population tends to outstrip the available food supply in a country, 
positive checks will exterminate the surplus population. Modern 
■economists, however, do not look at tlie population problem from 
this point of view. According to them no country today wants to 
have the maximum population that it can possibly have ; on the con¬ 
trary, every country wants to have ideal or optimum population. 
Optimum Population is that population which yields the maximum income 

per head. 

Theory of Optimum Population 

If we assume that all the factors of production are constant but 
only population can be increased or decreased, wo will find that there 
'is a certain quantity of population which will make income per head 
maximum. If the quantity of population is less than this, the income 
per head will decline. On the other hand, if the quantity ot population 
is more than this, even then the income per head will decrease. I hat 
quantity of population which maximises income per head is called the 
Optimum Population. Every country should try to have optimum popu¬ 
lation. This is called the theory of optimum population. 


Over-population and Under-population. If the actual populatmn 
of a country exceeds the optimum population, it is said to be over-popu¬ 
lation : and the country is taken to be over-popu ated As again^ 
this, if the actual population of a country is less than the 
population, it is said to be under-population ; and the country i. said to 

be underpopulated. 


Optimum Theory and Malthusian Theory 

Modern economists think that the correct population policy 
for a country is that it should make sincere efforts to have that sue 
of population which will yield maximum income p:c capita, that 
ouantily of population which, in association witli given resources ot 
production, would give maximum income per head, is the optimum 
population of the country. In this way, tlie optimum theory ot popu¬ 
lation gives us a clear and definite advice (in regard to population) 
in our effort to develop a country economically. 


But tlie Malthusian Theory tells us as to what can be the 
maximum population in a country. In such a set-up, the standard 
of living of the people that is contemplated is presumably the subsis¬ 
tence level. In other words, the Malthusian Theory tel s us the 
maximum size of population that a country can have it its object is to 
have only subsistence standard of living. In modern times when 
every country of the world is trying its best to maximise its income per 
capita with a view to relieve its people from widespread poverty and 
sutferings, such a viewpoint is out ot date and unhelpful. 


INTERMEDIATE QUESTIONS 

1. “ The problem of population is not one of mere size in rclaiion to 

^ food supply but of eliicicnt production and equitable distribution.” Uiscuss. 
<Andhra, inter., iy4VJ. 
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2. Write a critical and explanatory note on Optimum Population. (Bom- 
bay, I. A.. 1940). 

3. Explain the meaning of (a) Optimum Population, (h) Over-popula¬ 
tion, and (c) Under population, \^^lat, in your opinion, are the merits of th® 
Optimum theory as against the Malthusian theory of population ? (Bombay, 

4. " Population tends to outgrow the means of sul'sistence.’* State 

and explain this theory and say how far it is applicable to India. (Bombay, 
I. Com., 1948). ^ J yy 

5. ^ ** The problem of population as a whole is not of number alone but 
of efficient production and equitable distribution.'* Discuss. (Bombay, 
I.Com., 1939). 

6 . State and critically examine the Malthusian Theory of Population. 
(M. B., I. Com., 1953). 

7. Write a note on Preventive and Positive Checks. (M. B., I. Com., 
1952). 

8 . Discuss the Malthusian Theory of Population. Is it applicable to 
India ? (Osmania, I. Com., 1952). 

9. Distinguish between Positive and Preventive Checks to Population, 
(Poona, I. A., 1950). 

10. Discuss the Malthusian Theory of Population. Is India over- 
populated ? (Poona, I. A., 1949). 

11. State and explain the theory of optimum population. How far 
does It improve upon the theory of Malthus ? (Poona, I. Com., 1950). 

12. Discuss the Malthusian Law of Population. What is meant by 
optimum population ? (Poona, I. Com., 1949). 

13. Write a note on Optimum Population. (Rajputana, I. A., 1951). 

14. Explain the following : (a) Natural Increase of Population, (f) Posi¬ 
tive and Preventive Checks to Population, (c) Optimum Population. (Raj., 

I A., 1943). 

15. Examine the economic consequence of increase in population of a 
country. (Raj., I. Com., 1945). 

16. Explain what is meant by positive and preventive checks to popu¬ 
lation ? In a country with overgrown population, which of the two checks 
would you prefer in order to bring dow'n the population ? Give reasons. (Raj., 
1. Com., 1946). 

17. Population, if unchecked, tends to grow faster than food supply- 
Examine this with special reference to India. (Travancore, Inter., 1943). 


CHAPTER 29 


QUALITY OR EFFICIENCY OF LABOUR 

The men whose heads and hands perform the labour in our industrial 
aystem are the chief factors of efficiency and success. The study of the work¬ 
man in order to understand the various elements that affect his working power 
is an important and serious problem for every management.— NorrL A. Urtsco. 

Efficiency of labourers is one of the two factors on which the 
supply of labour of a country depends, the other being the siicoi popu¬ 
lation. The term efficiency of labour signifies the capacity of the 
labourer to do more work or better work or both during a given period 
of time. Efficiency of labour is a comparative concept. If a worker 
can work twice as much as the other, or if his work is twice as good 
as that of the other, he is two times as efficient as the other worker. 
It is a fact of common observation that labourers working in the same 
occupation under similar kinds of tools and raw materials and for the 
similar period of time turn out different quantities of work or work of 
different qualities. Why is it so ? Why should there be such diver¬ 
sities in the productivity of the efficiency or workers? What are the 
factors upon which the efficiency of labour depends? These arc the 
questions to which we shall now address ourselves.* 

Factors Determining Efficiency of Labour 

Efficiency of labour depends upon a large number of factors. 
It depends partly on the employer and partly on the employed, partly 
on the organisation and partly on individual effort, partly on the tools 
and machinery, etc., with which the worker is supplied and partly on 
his own skill and industry in making use of them.* Broadly speaking 
tliese factors are divisible into tw'o classes : 

(») Factors affecting the ability and willingness of labourers 
to work, and 

(ii) Factors affecting the capacity of the organiser to organise 
labour. 

The first set of factors is of greater importance than the second, 
(i) Ability and Willingness of the Workers 

Efficiency of labour mainly depends upon the capacity of the 
labourers to exert themselves; and upon their willingness to work. 
Capacity to work unaccompanied with the willingness to labour, or 
mere willingness to work unattended with capacity, cannot make a 


1 Social reformers attach much importance to eflTiciency of individuals. 
Dr. Samuel Smiles says, " The highest patriotism and philanthropy consist, 
not so much in altering laws and modifying institutions, as in helping and sti¬ 
mulating men to elevate and improve themselves by their own force and in¬ 
dependent individual action.”—Smiles, Self-Help, Vol., p. 3. 

2 Penson, The Economics of Everyday Life, Vol. 1, p. 51. 
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man efficient. Below are discussed the various factors which determine 
the ability and willingness of labourers to work : 

(1) Racial and Hereditary Characteristics. The qualities of 
one’s race and parents determine one’s efficiency to a great extent. 
Intelligence, physical strength, capacity to sustain prolonged exertion 
and such other qualities pass on from one generation to the other im¬ 
perceptibly. The sailors of Great Britain and Norway, the watch-makers 
of Svitzefland, the artists of Italy, the cutlers of Sheffield and the 
sword-makers of Toledo arc noted for skill in their respective gheres 

even today. The caste system which is prevalent among the Hindus 
in our country vas originally introduced Mith a view to preserve raci^ 
and hereditary characteristics. Though this system has now lost much 
of its hold, particularly in the economic field, still some of its influence 
continues to exist even today. A Brahman has an instinctive apti¬ 
tude to the acquisition of knowledge, a Kshattriya is by his very 
nature drawn tovards the military life, while a Vaish is naturally at¬ 
tracted to trade and commerce. Similarly the labourers of Oudh 
better than the labourers of Bengal, while the former are excelled by the 
labourers of the Punjab. 

J2) Climate and Physical Conditions. Climate has a determin¬ 
ing influence on the efficiency of labour. Extremes of climate do 
not favour sustained hard work. Labourers tend to become most 
efficient in a temperate climate. In very cold climates, people may 
find it difficult even to come out of their houses, while in very hot 
climate the high temperature weakens the human frame. In our coun¬ 
try’, for instance, the climate of the Punjab and \\estern XJ. P. is good 
and the labourers of these states are, therefore, sturdy and strong. But 
the climate of Bengal is bad; and it is worse still in the Tarai region* 
where it becomes malarious. The labourers of these regions arc often 

weak and inefficient. 

Climate affects efficiency not only through its influence on the 
capacity and willingness of labourers to work but also through its re¬ 
action on the necessity to work. In tropical climates nature is generous 
in her gifts and little exertion is required for the satisfaction of human 
wants. Conditions tend to become harder in temperate climate under 
■which much labour has to be undergone before one’s wants can be 
satisfied. In cold climate extremely hard work is necessary. The 
cor.stqutrce is that labourers of hot countries are often dull ; of tem¬ 
perate regions, active; and of colder climates, very hardvorking. 
Climate also dcuimincs the necessaries and otlier requirements of 
life and in this way also determines efficiency. 

So far as India is concerned its climate is subtropical, hence 
Indian labourers are not very cflicient. Hard work for a long period 
is difficult in the scorching heat of the summer. Moreover, natural 
resources are abundant and tlic need for hard work is not pressing. 
Finally, necessaries of life are few , and can be satisfied by little labour 
with the result that people are used to little exertion. 

(3) Gemral Intelligence. Efficiency of labour also depends on 
the general intelligence of the labourer. Intelligence is inherited as 
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well as acquired. Inherited intelligence depends upon the race 
and parents. Thus we see that an average American is clearer in 
his thought, quicker in his action and more exact in his judgment than 
an average Indian, while the latter is superior in these respects to an 
average Negro of Africa. The world as a whole is, however, rising in 
the scale of civilization and mental attainments and general intelligence 
are tending to become the possession of all. Intelligence is also acquired 
and depends upon the education in schools and the influence of the 
mother and home. 

^4) Education. Education is a very important factor in the 
determination of eflficiency, since it develops and awakens the latent 
capacities in man, and makes him otherwise fit as an active agent of 
production. Education may be general or practical. General educa¬ 
tion aims at wdening the horizon of man’s knowledge about general 
things. Such education gives the labourer a wider point of view and 
enlarges his conception of man and matter. It imparts to him. 
social, economic and political enlightenment and strengthens his 
regard for morality. Such arc the benefits of education that in 
almost all the civilized countries in the w rid primary education 
has been made free and compulsory; while in France education is en¬ 
tirely free from top to bottom. Unfortunately India has not yet intro¬ 
duced free and compulsory primary education. General education is 
acquired, not only in schools, but also by the reading of books, maga¬ 
zines and newspapers and by keen observation. Such facilities are not 
accessible to Indian labourers. 

Technical education aims at befitting a labourer for a particular 
trade or occupation. It may be theoretical, or practical, or both 
its exact character being determined by the nature of the trade* 
the taste of the labourer, and the position for which he is preparing! 
Since it aims at developing certain qualities required in a particular 
industry, technical education makes man a specialist. An important 
cause of the poverty and distress is that so many have not learned a 
trade. In India technical training is conspicuous by its absence. 
Technical institutes and vocational schools are very few, while factory 
and mill-owners do not lake apprentices as a general rule. 

J5) Standard of Living. The efficiency of a labourer is also 
determined by the standard of living of his parents who bring him 
up from his birth. For a man’s physical fitness is largely the result 
of this standard. A labourer who is brought up in an atmosphere 
of all-round poverty, insufficient diet and insufficient clothing cannot 
be capable of great physical strain. The standard of living of the 
labourer himself has a similar influence on his efficiency. Healthy 
and nutritive food, adequate clothing and tidy and airy shelter asso¬ 
ciated with healthy recreation pave the way for efficiency. An adequate 
supnly of all these factors to the masses of India is the greatest national 
problem, upon the solution of which depends the welfare of the country. 

(6) Moral Qualities. Honesty, sincerity, industry, and such 
other moral qualities determine the efficiency of a labourer. All 
these qualities arc summed up in the word “character”. Character- 
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building is a great national duty and is the outcome of early educational, 
religious and social atmosphere in which a man is brought up. If the 
influence and the atmosphere are wholesome, the sense of self-reliance, 
eelf-control. self-discipline, diligence, purposefulness and such other 
qualities get a strong root and make a man thoroughly efficient; but it 
the influences are unwholesome, a man loses all these qualities and 

practically ruins himself. 

(7) Freedom, Hope and Change. Freedom, hope and change 

inci^easc^ the cfUciency of labourers. A slave, who Ucks 
lacks efficiency. Again, workers who have no hopeful prospects, even 
if they show good results, hardly have any incentive to 
Finally where the work is very monotonous and the worker is tied down 
to the same task day in and day out, he ceases to take any interest m 
the work ; but if a system of pleasant change m the type of work that 
he does is introduced, he gains efficiency through the process -of auto¬ 
matic recreation and recuperation of lost energy. 

(8) Adequacy, Nearness and Directness of R’^ard. If a labourer 
gets suflicient reward, he is likely to work sincerely and become e^nt 
Ir the reward is insufficient and the labourer is dissatisfied wth it it 
will make him psychologically inefficient. Besides, it wll keep his 
standard of livi^'low and will not furnish hirn with the conditions 
which contribute to efficiency. The reward should not only be suffici¬ 
ent but should also be nearer and direct. Labourers arc, as a general 
rule, short-sighted, and do not take more than one year in their calOT- 
lations so thaUf a retvard is promised to them it must be made available 
within one year ; otherwise it will hardly have any effect on them. 
Finally, tlie reward must be given to them in some direct form. If it 
is civen in an indirect or hidden form, like the improvement of working 
conditions, or the sale of better quality of goods at cheap price, they 
may not realize the advantages of the measure and its object may be 

defeated. , 

(9\ Working Conditions. Efficiency is also affected by general 
worl^iM conditions. It has been found by experiments that im¬ 
proved® ighting, ventilation, and sanitation of factories contribute to 
die muscular and mental strength of the labourers and as a consequenM 
increase their output. In our country, much attention is not paid to 
th^c^nditions of work. In karkhanas and small factories labourers 
have to wmk in unhygienic, congested and badly ventilated rooms and 
kothril where their physical and mental vitality deteriorates through a 

process of slow emaciation. , . ,, t. -a 

. aO^ The Number and Distribution of Working Hours It is 

* c c.nnosed that if the number of hours for which labourers 
somctimt pp d correspondingly increase. But 

;7perimc“ vl’ious ^unuics of the worfd have shown the short- 
IXeTnesrand mistake of such belief. In fact, reduction of hours 
UD to a certain point actually increases rather than decreases ffie effu 
I'lbourers If labourers work for a smaller number of hours, 
Aev Jet ample dme for the recovery of their lost energy ; so that when 
thej go to work the next day. they are full of vigour and strength men- 
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tally as well as physically. They are thus able to produce more and in 
fewer hours than before. 

Not only the number, but the distribution of working hours 
is also important for the elhciency of the labourers. If the rest periods 
are wisely introduced and good use is made of tliat period, labourers 
will feel gay, happy and refreshed. 

(11) Social and Political Conditions. Eiiiciency of labour is 
increased if social and political institutions, customs and laws are 
of labour. In India, for instance, it is the caste wuica determines 
the occupation of a person at the time of his birth. Such a deter¬ 
mination pays no attention to the aptitude of the person concerned wmea 
is indeed the most important factor to be taken into account. Similarly, 
a long subjection to foreign rule had developed an inferiority complex 
in the masses of India, which made them feel that Englishmen are always 
more elHcient than themselves. However, as a result oi tne ireedom 
of the country this tendency has disappeared. Labour Legislation ana 
Factory Laws have begun to insist on the provision of good ventilation 
and cleanliness in factories, sulHcient wages and short nours of work. 
Such steps tend to increase elhciency of labourers. 

(ii) Capacity of the Organiser 

Eiiiciency of labourers depends not only upon the ability and 
willingness of labourers but also upon the way in which the labour 
force is organised. If each labourer is given inc task for wiiicn ne is 
best fitted, if he is supplied with good appliances, and if he is properly 
trained for his job, his efficiency is bound to be great. Tnesc are the 
matters wliich arc taken care of by tne organiser. He is also to co¬ 
ordinate, in a proper fashion, the work of a particular group ol labourers 
with that of all the other groups. ‘Tne work done by tae group is noc 
merely the sum total of what the men could do as individuals. It is 
infinitely greater, and how much greater is a matter of organisation. 

INTERMEDIATE QUESTIONS 

1. Examine the several factors which aifect the c,licieucy of labour. 

(Karachi, I. Com., 1952). ^ 

2. Discuss the factors which affect the cJiciency of labour. (M. R., 

I. A., 1953). 

3. Explain the various methods of increasing the ediciency of woraers 
in a cotton factory. (M. B., 1. A., 1952). 

4. Explain the factors that affect the cificjency of labour. (M. B. .1. 
Com., 1952). 

5 . Show that the prosperity of a nation d-pends on the eiiiciency of its 

people. On what conditions does the eifiucncy oi Labour chieilv ucneud t 
(Osrnania, 1. A., 1952). ^ * 

t>. Examine the factors on which the cHiciency of labour depends. 
(Poona, I. A., 1950). 

7. Analyse carefully the conditions upon which the ediciency of labour 

depends. (Kaj., 1. A., 1953). ^ 

8 . What do you mean by emcicncy of labour ? Explain the factors 
affecUng iL (Raj., 1. A., 1942). 

9. What are the factors that determine the clEciency of labour ? Is it 

aflfected aho by an increase in population ? ,l<aj., 1. Com., 19^2). 

10. On what factors does the elhciency of labour depend i I'o what 
extent arc they present in India ? (Travancore, Inter., 1945;. 

11. What are the causes of efficiency of labour ?' (Utkal, 1. Com., 19'!). 

15 



CHAPTER 30 

CAPITAL : MACHINERY 

Had legislators been aware that industry is limited by capital, they would 
have seen that the aggregate capital of the country not having been increased, 
any portion of it which they by their laws had caused to be embarked in the 
newly acquired branch of industry must have been withdrawn or withheld from 
some other in which it gave, or would have given employment to probably 
about the same quantity of labour which it employs in its new occupation.— 
J. S. Mill. 

§ 1. MEANING OP CAPITAL 

The minimum and indispensable irequirements of production 
are land ?nd labour ; but land and labour alone cannot produce a 
commodity on a large scale. Artificial things are necessary to aid 
man’s attempts if production of wealth is to assume large proportions. 
This fact was realised even by primitive people who invented some 
simple tools and implements to help them in diflferent ways. ConsU 
derable progress has been made since then and today human beings 
use very intricate and gigantic, machinery, mammoth factories, and a 
widespread network of transport system. All such artificial aids to 
production may provisionally be called capital. 

Such articles have two characteristics in common ; (1) they are 
articles of wealth ; and (2) they are used for ftirther proauclion of 
wealth. Capitol may^ thereforty he defined as that part of toealthy other 
than land}y which is used for further production of wealth. Obviously, 
all capital is wealth, but all wealth is not capital—that part of wealth 
which is not used for further production of wealth is not capital. 

Wlicther an article of W'ealth is capita] or not depends, not oo 
any inherent quality in that article, but on the use to which it is put 
by its ow'ner. Suppose a man possesses a sum of Rs, 10,000. If 
he hoards it in an iron chest, this sum cannot be called capita] ; but if 
he invests it on a factory instead, it will certainly be called capitaL 
J. S. Mill aptly observes, *'The distinction between capital and 
non-capital does not lie in the kind of commodities, but in the mind 
of the capitalist, in his will to employ them for one purpose rather than 
another*’.* 

We can look upon capita] from another point of view as well. 
The income of a person, as has already been remarked, may either 
be spent for the satisfaction of the present wants or be put aside jTor 
satisfaction of future w'ants. The latter operation may take the 
shape of hoarding, or of saving which implies the use of income In a 

t Land should be excluded from the concept of Mpital because land la 
also wealth and is likewise used in further production of wealth. Hence 
capital should be dehned either in the above way or as that part of wealth which 
is made by man and which ia used in further production of wealth. 

2 J S. Mill PrincipUt of Political Economy, 
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productive way. The part of income which is thus employed produc¬ 
tively is known as saving.* Saving is simply the conversion of wealth 
into capital by applying it to productive purpose. 

Money and Capital 

Some people imagine that money and capital are words with 
the same meaning. This, however, is not so. Ail money is not 
capital; only that money which is used for further production of 
wealth is capital. The money spent on the purchase of food, clothes 
and other things of ordinary consumption, or buried underground, is 
not capital. Again all capital is not necessarily in the form of money. 
Big buildings, machinery, raw materials, etc., are all capital, but none 
of them is money.^ 

It must, therefore, be clearly remembered that capital has no 
special relation with money; and nothing, be it money or not, can be 
called capital unless it helps in the further production of wealth. 

§ 2. CHARACTERISTICS OF CAPITAL 

The chief characteristics of capital arc stated below : 

(1) Capital is a dispensable factor of production inasmuch as 
wealth can be produced even without it. But for large scale produc¬ 
tion, capital is absolutely essential. 

(2) Capital wears out through wear and tear or passage of time 
and has to be replaced. An American machinery, for instance, lasts for 
about ten years. It may, therefore, be assumed that 10 per cent of that 
machinery wears out each year. In the books of accounts, therefore, 
the value of machinery is reduced by 10 per cent, each year, so that by 
the time the machinery becomes useless, its value also drops down to 
zero. Such shrinkage in value is known as depreciation.^ 

(3) Capital is the result of saving which involves waiting. As 
such, borrower of capital has to give a remuneration to its lender, which 
is called interest. 


Land and Capital 

Land can be distinguished from capital in the following respects: 

(11 Capital is the result of human effort, but land is not made 
by any human being— it is the gift of Nature. 

(2) Capital depreciates and has to be replaced, but land (its 
area and site) does not wear out, 

(3) Capital is produced only so much as to meet the existing 

3 But it should be remembered thst capital includes not only the income 
used productively but also the wealth put for similar use. 

4 Modern economists have begun to distinguish between (i) money whch 
la used prrductively_ and (u) arttcUt hke factories and machinery, which are 
used productively. 1 he forir.er is cahed by them capital : and the latter, capi- 
talgoods. For instance, tf A invests Rs. 10,000 in the construction of a factory, 
the factory is hia capital good, while R.. JO.OOO are his capital. The dibiinction 
!• helpful in advtnced theojieation. 

5 When we charge 10 per cent, depreciation each year, wc do not mean 
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or anticipated demand; its production, in o^er words, is regulated 
according to demand. But land continues to exist whatever the demand 
be. Capital, in other words, can be increased and decreased but lanH 
is fixed in quantity. 

Is Land Capital ? 

It is the feeling of some thinkers that land should be regarded 
as capital. When a man, they say, purchases a piece of land, he has 
topayaprice forit;hedoe3 not getitfree. Itisnotafreegiftof Nature 
to him. The purchase of land oonnot be distinguished from the pur* 
chase of, say, machinery. As such, land may be safely included in 
capital. 

Land is not a free gift of Nature to the purchasers; but it is a 
free gift of Nature to the society at large. Machinery costs something 
to the society, as it does to individuals; but land does not cost anything 
to the society, though it does cost to the individual. There is, as such 
an important difference between the two. This and other points of 
difference between land and capital show that land cannot be regarded 
as capital. One is quite distinct from the other. 

§ 3. IMPORTANCE AND FUNCTIONS OP CAPITAL 

The importance of capital has been emphasised in a previous 
chapter. Land and labour alone and unassisted cannot carry on 
production on any considerable scale. Without capital the energies 
of man can be only imperfectly employed and the gifts of nature only 
partially exploited. Capital *enable8 man to utilize completely nature's 
materials and forces by the substitution of roundabout methods of pro¬ 
duction for direct ones; and it accomplishes this result by furnishing the 
the tools for such roundabout methods, and by making possible a longer 
interval between the initial effort and the final effort, or consumption*. 
Even in the primitive life some sort of capital was made use of in the 
production of wealth. In the earliest stage of human development, 
people had invented stone weapons, bows and arrows, rough net and 

sharp stick. With the spread of knowledge and civilisation, impor* 

-- 

that an exact th of the machinery has worn out. The actual shrinkage io 



value may take the shape of BdC curve, xvhereaa the depreciation charge may be 

a 5'rnieht line, BC. 
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tancc of capital has also been increasing, so much so that the present age 
is called the ‘Age of Capitalism’. Even if Capitalism is superseded by 
some other system of social organisation like Socialism or Communism, 
the importance of capital is bound to remain supreme. No man has 
been so eloquent of the attainments and possibilities of the use of capital 
as Marx, the Father of Socialism ; and Russia, the communist coun¬ 
try, has been making its use on a large scale. 

Functions of Capital 

Specifically, the chief function performed by capital is to enable 
the producer to start production and to wait for the result which appears 
only after some time. During the intervening period capital provides 
means of subsistence to the labourers, and producers instruments of 
production and raw materials. 

(1) Provision of Livelihood. In modern limes goods arc pro¬ 
duced in anticipation of demand. A long time usually intervenes 
between the commencement of production and the final disposal of 
goods. During this period, it is capital which provides the where¬ 
withal for the feeding and clothing and satisfying other requirements 
of producing agents. 

(2) Provision of Appliances. Capital also provides factory build¬ 
ings machinery and other instruments of production. Modern 
methods of the production of wealth are highly mechanised and compre¬ 
hensive and require a mint of money. 

(3) Provision of Raw Materials. Capital enables producers to 
purchase raw materials which arc later on converted into finished pro¬ 
ducts. Material includes not only such raw materials as arc obtained 
from Nature but also partly manufactured articles. 

§ 4. TYPES OF CAPITAL 

Capital assumes numerous forms and may be classified according 
to several standpoints. The following arc some of the more important 
classifications of capital. 

1. Fixed and Circulating Capital 

Capital may be fixed or circulating. Fixed capital is of a per¬ 
manent and durable nature, and is used in production over and over 
again. Buildings, machinery and implements are some of the examples. 
Fixed capital may, then, be defined as the capital which exists in a durable 
shape and wl»ich is used in production repeatedly for the performance 
of the same function. Circulating capital is capable of rendering service 
to production only once. For instance, tallow and alkali which arc used 
in the manufacture of soap, can be thus utilized only once; they cease 
to be tallow and alkali after their first use and cannot serve that purpose 
again. Circulating capital may then be defined as the capital which is 
consumed in its first use in production and cannot be used more than 
once for the performance of the same function. 

2. Production (or Trade) and Consumption Capital 

Capital which is used in the production of certain articles is known 
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as production capital. Raw materials, machinery and buildings arc 
some of the examples of production capital. It is to be distinguished 
from the capital which satisfies human wants directly and is known as 
consumption capital. It includes the goods which give a direct subsis¬ 
tence to the workers as food, clothes and light. 

3. Sunk and Floating Capital 

Capital which is specially designed and specialised for a parti¬ 
cular purpose, 80 that it ceases to remain fit for any other purpose, is 
called sunk capital. Capital invested in making a bridge or in manu¬ 
facturing a railway engine is sunk capital. But the capital which is 
not so specialized in its application and can be transferred from one 
productive use to another is known as floating capital. Cash and raw 
materials are the examples of floating or unspecialised capital. 

4. Material and Personal Capital 

When capital is embodied in a tangible material object and 
can, as such, be purchased and sold, it is known as material capital. 
The qualities of an individual, all those energies, faculties and habits 
which contribute to make a person efficient and cannot be transferred 
to any other person, are known as personal capital. 

5. Remuneratory and Auxiliary Capital 

The capital used in the payment of wages to labourers is known 
as remuneratory capital; while that which helps labour in production, 
like tools and machinery, is called auxiliary capital. 

§ 5. EFFICIENCY OP CAPITAL 

Efficiency of capital depends upon (1) its fitness for the productive 
purpose to which it is put, and (2) the methods of its application. 

1. Fitness 

By fitness is meant the suitability of capital to the productive 
purpose to which it is devoted. This suitability depends upon the 
characteristics of capital and the nature of its employment. When 
both these factors are agreeable to the purpose in view, efficiency is 
achieved. An illustration will make the point clear. Suppose a very big 
building, sufficient to accommodate gigantic machines and thousands 
of labourers, is converted into a big factory, it will be quite efficient for 
that purpose. But if the same building is used as the workshop of 
a small artisan, it will be too costly and spacious to be called efficient. 

2. Methods of Application 

The method in which capital is used also determines its efficiency. 
If a machine is handed over for operation to an unskilled labourer, he 
will not be able to make its best use ; under his charge the machine is 
bound to remain inefficient. Good materials and good tools are certain¬ 
ly great aids to efficient production, but they can achieve efficiency only 
if they are used by skilled labour working under good management. 

§ 6. ACCUMULATION OF CAPITAL 

We shall now consider the factors which govern the accumu¬ 
lation of capital. As J. S. Mill observes, “Since all capital is the 
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product of saving, that is of abstinence from present consumption 
for the sake of a future good the increase of capital must depend upon 
two things—the amount of fund from which saving can be made and 
the strength of its dispositions which prompt to it”.* In other words, 
the accumulating of capital depends upon (1) the ability to save and 
(2) the willingness to save. The following chart is illuminating in this 


respect : 


{A) Ability to Save 

(5) Will to Save 


Subjective Conditions or 
personal Motives 

Objective Condition or 
Conditions Prevailing 
within the Country 

Excess of income over 
expenditure. 

1. Prudential considera¬ 

tions. 

2. Social and political 

considerations. 

3. Economic considera¬ 

tions. 

4. Temperamental con¬ 

siderations. 

1. Security. 

2. Field and facilities 

for investment. 

3. Capable businessmen. 

4. Existence of the meana 

of storing value. 


Chart 31—Explaining the accumulation of capital. 


Ability to Save 

Saving is possible only if one’s income is greater than one s 
expenditure. If a man spends Rs, 200 per montii and his income is 
exactly equal to that amount, or less than that, he cannot afford to 
save anything. But if the income of tiie same man rises to say Rs. 250, 
he can save Rs. 50. It is the surplus of production over consumption, 
then, which gives rise to capital. Such surplus may accrue eitner from 
increased production or from more economical consumption. 

The Case of India, The ability of our countrymen to save is 
negligible. This is due to the fact that the income ol the majority 
of the people is very small. The income per head in India comes to 

Rs. 255 a year, which is barely sufficient for maintaining a person even 

at the subsistence level. Under the circumstances capital accumula¬ 
tion cannot be expected to assume any considerable scale. It is 
only a few rich people of the country, whose income far exceeds ^beir 
expenditure, who are the accumulators of large amounts of capital such 
as it exists in this country. 

Willingness to Save 

The excess of income over expenditure docs not of itself lead to 
the creation of capital. There must also be a willingness on tiie part 
of person concerned to save money, that is, to put it to productive 
purpose. The willingness to put tne surplus money to sucu purpose 
is inlluenced by two sets of causes : (1) subjective considerations, 


*J. S. Mill, PrineipUs of Political Economy, p. 101. 
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personal factors : and (2) objective considerations, I'.e., personal 
conditions prevailing wthin the country. We shall discuss them below. 

1. Subjective Considerations or Personal Factors 

The important personal factors which prompt men to save 
money are the following : 

(1) Prudential Considerations or Foresight. Men sometimes save 
money as a provision against some contingency when their income 
mirht stop or diminish due to some reason or the other. Factory- 
workers, for instance, try to save some money which might support 
them during the period of unemployment or illness. In old age, too, 
one’s earning capacity seriously deteriorates or comes to an end ; and! 
money is saved to he of help in such a time. People also try to save 
money \\nth a view to leave something to their dependants after their 
death. These prudential considerations which lead men to save money, 
either for the “rainy day” or for their dependants, constitute what is 
generally called foresight. 

(2) Social and Political Considerations. In the modern age of 
capitalism, it is wealth or capital which brings prestige, respect and 
power in social sphere and political life. The desire to command 
esteem and wield influence is an important cause of the accumulation 
of capital. The greater the esteem in which capital is held and the 
higher the social and political power which it is capable of giving, the 
greater will be the strength of this motive. 

(3) Economic Considerations. There are certain important eco- 
ncmie consicleratiors which also Ifcd to an accumulation of capital. 
The first of these is the desire to earn interest. The higher the rate 
of intertst, the greater is the inducement to save money. The second 
rrotive is the rmbition to succeed in business. A businessman 
c< rrm.'’rdirg large capital finds the gates of success open for him ; while 
a businessman with small capital is seriously handicapped in several 
ways. Capital is as such also accumulated with a view to excel one’s 
business competitors. 

(4) Temperamental Considerations. There are some people with 
wl.om saving is a habit and is as assertive as any other habit. Jvist as 
they carrot live witheut otirg and drinking, similarly they cannot 
probahlv live without saving. 

The Case of India. In India, subjective forces do not generally 
operate very pew-i fully ; they move c.nly the richer sections of the 
pcpulatior. The rich and the middle-class people have the desire 
to If a VO seine tl irg for their dc pt rdants but the poor fail to take distant 
future into fcccurt, though the sense of frmily affection is quite strong 
with all classes of ptrplc. The possession of capital certainly gives 
serial and political prestige in tl is country’, hut people are generally 
illiterate and poor ard this ambition docs not become effective in the 
case of majority of thtm. High rates of interest are probably found 
attractive by them ard sr me of the m are proverbially habituated to save 
money’, put so far fs the majority is ccrcerncd, it rarely gets die 
cccasion for exeicisirg its willingness to save due to extreme poverty. 
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2. Objective Considerations or Conditions wittxin the Country 

A man possessing the ability to save will like to save only if the 
conditions prevailing within the country are favourable. The impor¬ 
tant conditions are the following : 

(1) Security. A man will like to save money only if ho is 
certain that his savings can be kept safely. If he fears that his savings 
might be taken away by robbers, or be snatched away by unjust tax- 
collectors of the Government, or be destroyed in warfare, or be dc^•as- 
tated by such natural calamities as earthquakes and volcanic eruptions, 
his incentive to save will be damped. In early times, life and propt rty 
of the people were not safe ; and the people were consequently thrift¬ 
less. But the spread of civilisation and the establishment of organised 
society guaranteed them adequate protection, and capital accumulation 
on a large scale is an accomplished fact now. In India the break-up of 
the Moghal Empire saw freauent wars, daring robberies and excessive 
taxation which fleeced capitalists of their capital as sheep is fleeced of its 
wool. Such insecurity made people spendthrift and reckless, and 
capital accumulation was meagre. 

(2) Fields and Facilities for Investment. People can put their 
money to productive purposes only when fields and facilities for 
investment are available. In their absence the money which is saved 
will be hoarded and will not become capital. In the modern ago, 
however, such fields and facilities have greatly increased in number and 
efficiency. Agriculture, industries, transport, hydro-elcctric works and 
other spheres of production have become highly capitalized and are in 
chronic need of capital. Facilities for investment have also multi¬ 
plied on all sides. Everyw’here we find banks, shares and bonds of 
companies, insurance policies, Government securities, all of which 
have greatly increased in popularity and have stimulated the accumula¬ 
tion of capital. 

In India, how'ever, fields of investment arc not so large as in 
America or the United Kingdom, but the scope is definitely increasing 
wnth great rapidity. Large-scale production in factories and farms, 
large iron and steel and hydro-elcctric works, big insurance and banking 
companies, arc coming into being ; and capital is finding diverse and 
satisfactory channels of application. So far as investment facilities go 
they arc not very satisfactory at present and lack both in numerical 
strength as well as in efficiency. Joint stock banks are not very many, 
while savings banks and co-operative societies are also few. 

(3) Capable Businessmen. People are induced to invest money 
only in the concerns conducted and directed by trustworthy and 
capable businessmen. The business magnates well known for busi¬ 
ness efficiency and honesty always inspire confidence in the pub¬ 
lic and large funds arc easily entrusted to them without any hesitation. 
Such persons arc very few in our country. Tatas and Birlas can be 
counted on the tips of one’s fingers. This is an important reason why 
capital is not very large in this country. Whenever any capable busi¬ 
nessman starts business, there is no dearth of capital for him. 
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(4) Existence of Money as a Store of Value, People will save 
money only if they find that there exists a means of storing value for 
long periods without any loss. In India we have the rupee as our legal 
tender which is a good store of value. 

The Case of India. The willingness of tlie people of this country 
to accumulate capital was not very powerful in times gone by because 
of the political and economic instability, insecurity and such other 
unfavourable factors. Since those times, however, conditions have 
been changing slowly and gradually. Since the Great War I in parti¬ 
cular, there has been a tremendous increase in the indigenous capital. 
But still the following remarks, made by Mr. Dudeney are not very 
wide of the mark : 

Indeed, it is equally the strength and the weakness of the Indian native 
mercantile community that its members possess great wealth yet fail to use it 
fully. Even the most w’ealthy among them are invariably subject to the in¬ 
herited and ineradicable oriental habit, bred of cruel necessity of hiding their 
money in such highly portable, convenient and easily hidden investments as 
jewellery and precious stones. If ever an Indian Pierpoint or Morgan arises 
he will not buy old masters, but will put his heart and his money into the col¬ 
lection of priceless diamonds, pearls and rubies. That is what every native 
capitalist does in his degree, and therefore, it should not be assumed that his 
credit is to be gauged only by the paper securities he can lodge with the banks.*** 

§ 7. MACHINERY 

Machinery represents the important form of capital. Machi¬ 
nery has contributed to a great extent to the modern civilization inas¬ 
much as it has enabled man to subdue Nature. Machinery has creat¬ 
ed a revolution in the sphere of production and has increased pro¬ 
ductive capacity tremendously. The modern machinery is a very 
complex and gigantic instrument of production and has been gradually 
evolved out of the very simple tools first designed by tlie primitive 
man. Agriculture, manufacture, transport and other businesses have 
become liighly mechanised. Such an important role docs the ma¬ 
chinery play in the modern economic and industrial organisation and 
so fundamental and far-reaching are its repercussions on social life 
that the present age is often described as the Age of Machinery, 

Advantages of Machinery 

The introduction and use of machinery on a large scale have 
brought about fundamental changes in our economic system. The 
chief advantages of machinery arc discussed below : 

(1) Machinery increases the power of man over Nature. There 
are several tasks which man cannot possibly perform or can perform only 
inclHciently ; but they can be done very easily and efficiently by big 
machinery like steam-hammers, cranes and floating docks. Machinery 
has enabled man to compel Nature to release her forces for the benefit 
of mankind. 

(2) In the absence of machinery, *continually repeated motions, 
involved in certain jobs, strain human muscles, and often cause mono¬ 
tony or even premature death. Such arduous work is now done by 


Frank M. Dudeney, The Exporter's Handbook, p. 23. 
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machinery which have thus spared human beings from terrible results. 
The common examples of monotonous work are the folding of new'S- 
papers and the feeding of papers in a printing press, both of which are 
now done by machinery with speed and precision. 

(3) Machinery can unleash super-human energy and thus 
increase the quantity of output tremendously. They also improve 
the quality of output in certain respects. They have made output 
uniform and have introduced an era of mass production. Mere 
hands can rarely make two things similar ; but machinery can forge 
them exactly alike. The standardization of output has brought in 
several advantages, the most important of which is the possibility of 
the inter-changeability of the parts of machinery. 

(4) Machinery makes large-scale production possible and 
ensures the availability of consequential internal and external eco¬ 
nomies. Output is thus increased at reduced cost per unit. 

(5) Machinery saves time and gives rise to greater leisure. This 
leisure may be used for reading, recreation, spiritual development 
and useful activities. The following diagram shows this fact clearly. 



Before the introduction of machinery. After the introduction of machinery 

Fig. 32. Showing how machinery saves time. 

(6) Machinery has enabled unskilled labourers to do the tasks 
which could formerly be done only by skilled labourers. Disgusting 
and disagreeable work, like that of a sweeper, is also taken over by 
machinery. Very delicate and fine work, which human eyes and hands 
can do only with great difficulty and with rare success, is performed 
by machinery with great case. There are machines which can even 
measure the diameter of a hair. 

(7) Machinery increases the intelligence, resourcefulness and 
responsibility of workers. They give to labourers command over 
their eyes and hands. Labourers also increase their knowledge when 
they learn the working and mechanism of machinery. 

(8) Machinery have increased the mobility of labour from 
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one occupation to another. As the mechanisation spreads, the ability 
of labourers to move also increases proportionately. 

Disadvantages of Machinery 


Though machinery have so many advantages, their effecte have 
not been altogether beneficial. They have been responsible for the 
economic, physical and moral degradation of workers. Such dis¬ 
astrous results have often led to rebellions among workers during the 
course of which they have typified machinery as their enemy and 
smashed them into pieces. But it is now growngly realised that in the 
long run these disadvantages are more than amply compensated. The 
chief shortcomings and disadvantages of machinery are mentioned 
below' : 


(1) The greatest argument given against the introduction of 
machinery is that they displace labour. Machine is a ‘labour-saving 
device’ in the sense that it can do the work of a large number of men 
who are thrown out of employment when machinery is introduced. 

This of course happens in the earlier stages of the introduction 
of machinery. But later on the displaced labourers get employment on 
Iicttcr wages and under impro\ed conditions than before. This 
happens because the demand for labour increases later due to the fol¬ 
lowing factors : {a) Macliinery reduces the price of goods. Reduction 
in price increases the demanel for them. The need of producing more 
goods gives employment to labourers, (b) To produce more goods, 
more machines are required, to manufacture which more labourers are 
employed, (c) More raw materials arc also needed for turning out 
increased quantity of goods and labourers are employed to produce 
more raw’ material. The demand for labour thus increases after some 
time anel the displaced labour finds employment on good terms. (This 
reasoning is, however, true only if the machinery is manufactured in 
the same country in which it is used. If, on the other hand, machinery 
is made in one country while it is used in another, the labour of the 
latter may be thrown out of employment and may not be re-employed). 

(2) Machinery make skilled workers semi-skilled machine ope¬ 
ratives. For instance, before the introduction of machinery in India, 
Indian weavers were famous for their art. ^^’e hear of tlic fine Dacca 
n usiin, 20 yards by one yard, which could be made to pass through a 
linger- ring and required six months for manufacture. Such artists are 
rot to be seen now. They have all disappeared because there is no 
market for their products now. Their articles are better in quality 
than the factory articles but the latter are very cheap while tiie prices 
of the* foimer arc almost prohibitive. High class hand-made articles 
do not sell now ard skilled artisans have been compelled to work in 
factories as semi-skilled labourers. 


(3) Machine-made articles are not as beautiful and artistic as 
seme hand-made goods. 'Ihe most artistic articles are still produced 
by hard. For instance, high-class and beautiful silk saris are usually 
woven on har.d-Iooins. Machinery, by their very nature, cannot devote 
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that individual care and attention to minute details without which 
high-class artistic work cannot be produced. 

(4) Machinery have been the cause of much physical and moral 
deterioration. Introduction of machinery has led to congested and 
over-crowded towns wliere labourers have to live in dirty quarters and 
to spend their lives in reeking festers of the slums. In such habitations, 
drinking habit, excessive sex indulgence, gambling and other social 
evils find free play and unfettered nourishment. As consequences of 
mechanisation have followed the ‘sweating’ of labour, over-exertion of 
the adult and undue strain on women and children. The moral inde¬ 
pendence, sense of security and self-reliance of labourers are now things 
of the past. The poor machine-tender can be ‘fired’ at a moment’s 
notice and he has to starve during the period of unemployment. 

(5) Machinery have led to large-scale production which, in turn 
often leads to over-production, i.e., production in excess of demand. 
Over-production leads to a ‘glut’ in the market, shrinking prices and 
economic depression. 

This allegation is, however, incorrect. Careful examination 
shows that over-production is not the result of large-scale production 
or machinery, but of miscalculation on the part of the producers. If 
the demand could be exactly anticipated and measured and if the 
activities of individual producers could be thoroughly regulated, tlicre 
could not arise any opportunity for over-production ; but since this 
is not an accomplished fact, over-production is a frequent occurrence. 

On weighing the advantages and disadvantages of machinery, 
theoretically as well as practically, and considering the history of 
economic development of the various countries of the world, we feel 
convinced that the salvation of our country the present age lies in 
rapid mechanisation. 

INTERMEDIATE QUESTIONS 

1. Discuss the distinction between Fixed and Circulating Capital. 
(Bombay, I. A., 1940), 

2. Discuss the factors which influence the growth of capital in u mudcrii 
community. (Bombay, I. A., 1940). 

3. Discuss the factors which influence the growth of capital in a country, 
(Bombay, 1. Com., 1939). 

4. State the conditions that promote and those that hamper the accu¬ 
mulation of capital. iKarachi, I. Com., 1952). 

5. What is capital ? State the factor upon which accumulation of 
capital in a country depends. (M. B., I. A., 1952). 

6. Carefully define the term capital and point out the causes which lead 
to the accumulation of capital in a country. (M. B., 1. Cum., 1953). 

7. Describe the advantages and disadvantages of the use of machinery. 
(Osmania, I. A., 1951). 

8. How does capital grow in a country ? Illustrate your answer with 
reference to India. (Punjab, Inter., 1949). 

9. Do you consider the use of machinery in India to be (a) absolute 
necessity or superfluous, {b) blessing or curse ? (Punjab, Inter., l‘M9). 
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10. Point out the various advantages of machinery. Discuss its dis-' 
advantages as well. (Punjab, Inter., 1947). 

11. What is capital ? Discuss the factors responsible for the accuxnu' 
lation of capital. (Raj., I. A., 1948). 

12. What are the conditions that favour the accumulation of capital ?’ 
How are these conditions applicable in the case of Indian farmers ? 

I. A., 1951). 

13. Capital is subdivided into (i) fixed and circulating capital, (it) spe¬ 
cialised and free capital. Give examples of each sort of capital. (RiU** !• A., 
1954). 

14. Write a short note on Circ\ilating Capital. (Raj., I. A., 1957). 

15. Discuss the factors which bring about the accumulation of capital. 
(Raj., I. Com., 1951). 

16. Describe the advantages and disadvantages of the employment of 
machinery in production. (Raj., . Com., 1951). 

17. What do you understand by the term Capital ? Indicate the condi¬ 
tions that determine its supply, and examine to what extent these are fulfilled 
in our country. (Utkal, I. A., 1953). 

18. Discuss the effects of the introduction of machinery upon labour. 
(Utkal, I. A., 1952). 

19. Describe the part played by capital in production ai^ explain bow 
the growth of capital can be promoted in a country. lUtkal, I. Com., 1952). 

20. Describe the factors responsible for the accumulation of capital ii> 
a country. Are they present in India ? (Utkal, 1. Com., 1950). 



CHAPTER 31 

ENTERPRISE 


Normally it may be presumed that an independent entrepreneur doe» 
not make less than a manager of like abilities, and perhaps he does not make- 
much more. If the remuneration of the manager is just equal to the amount 
which he produces, then remuneration of the entrepreneur is not very different 
from the amount he produces.— Edgeworth. 

Business of every size and description involves a certain amount 
of ‘risk’ or what is called in India jokhint. A businessman has to 
anticipate or forecast the quantity and quality of goods likely to be 
demanded in the market in the near future, and to produce or purchase 
goods in the light of this estimate. If, due to some reason or the other, 
his forecast goes wrong, he stands to suffer a loss. For instance, a mill- 
owner mav produce goods of a particular kind in the hope tiiat they 
will be in'demand ; but the demand may unexpectedly shift from the 
mill cloth to the hand-woven cloth. The goods oroduced by the said 
mill will not then be sold and tlic mill-owner will suffer a loss. Simi¬ 
larly the actual cost of raw materials, the rate of interest and tlie rate of 
wages may exceed the anticipated cost, with the result that the cost of 
production may rise unexpectedly and a loss may result. Just as a 
business stands to lose, similarly it stands to gain as well. It rnay earn 
huec profits if unforeseen favourable events occur. Evidently there 
is an element of ‘uncertainty’ in the business. This factor of uncer¬ 
tainty or risk is called by economists 'enterprise'. The person who under- 
takes the risk or bears the uncertainty is known as the entrepreneur . 


Enterprise and Organisation 

Some economists think that organisation and enterprise arc 
interchangeable words ; and these two functions are performed by 
one and the same man who may be called either an cnterprencur or 
an orcaniser. This opinion is incorrect inasmuch as these functions 
may or may not be combined in one man. The joint smek company is 
thc^most typical business unit of the modern age, and in it the function 
of oTganisation is undertaken by paid managers while the function of 
risk-taking is performed by shareholders. Apart from this objection 
of a practfcal nature, it may be added as a theoretical 
theory the functions of organisation and risk-taking arc definitely se¬ 
parate and can be conceived separately. As such, it is better to consider 
them as two different factors of production. 


Functions of the Entrepreneur 

In the domain of production, enterprise plays an important role. 
No production is possible unless somebody is prepared to bear the risk 


1 The word ” entrepreneur " is of French origin end m**"* *he “ under¬ 
taker " The English equivalents of “entrepreneur” are “undertaker and 
“enterpnscr” But these sre hardly usetf the “entrepreneur” being the 
utuftl expresBion adopted in English. 
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which production involvesl This is more so today than it has been 
ever before. Nowadays demand has anticipated and goods have 

to be produced according to such antiopation.^ The anticipation or 
forecast depends on a large number of variable factors so that no finality 
can be attached to the estimates. The element of risk in modern busi¬ 
ness can, therefore, be well appreciated. As markets are growing 
larger and uncertain, as the processes of production are becoming increas¬ 
ingly complex, lengthy and round-about, as consumers are being led' 
away more and more by vagaries of fashion, and finally as new inven-j 
tions are increasing and methods of production are being revolutioniSfi 
ed, the element of risk in business is also increasing. And the import-' 
ance of enterprise and of enterpreneur in the modern economic socie^ 
has become supreme. 

INTERMEDIATE QUESTIONS ' 

1. Explain the functions performed by the entrepreneur in modern 
business organization. (Karachi, I. Com., 1952). 

2. Explain the functions of the entrepreneur. (Poona, I. A., 1950). 

3. What are the functions of an enterpriser in modern industry ? How 
far arc these functions performed by the village artisans in India ? (Raj>» A.» 
1951). 


CHAPTER 32 

ORGANIZATION 

Along with advance of organization, every part, more limited in its office, 
performs its office better; the means of exchanging benefits become greater ; 
each aids all and all aid each with increasing efficiency ; and the total activity 
we call life, individual or national, augments .—Herbert Spencer. 

§ 1. MEANING OF ORGANIZATION 

We have so far studied the four factors of production, namely, 
land, labour, capital and enterprise. We shall now consider the diffe¬ 
rent ways in which production in our days has come to be organised. 
We have studied, so to say, the nature of the various parts of a machine 
and shall now discuss the different ways and methods of putting these 
parts together and learn how they act as a unit w'hen the whole machine 
is set up. 

Production, whatever be its nature and scale, has to be properly 
organised. Even so simple a producer as a small vegetable-grower 
has to procure good seeds at a cheap rate, decide how much land will 
be cultivated and what will be grown thereon, arrange for manuring 
and watering, and look to profitable marketing of the vegetables grown. 
These functions become complicated and numerous in a typical 
factory of today. The nature and importance of these functions, col¬ 
lectively known as organisation, show that efficiency of production 
must largely depend upon proper organisation, upon proper assemblage 
of the various factors of production in most effective proportions. 
Organisation may, then, be defined as the attempt towards bringing the 
various factors of production into the most effective co-operation. 

Place of Organisation in Economics 

In the early days of the development of economic theory, prga- 
nisation was not considered to be a factor of production. It does not 
mean however, that in those times production was carried on, or could 
be carried on, without organisation. As a matter of fact, some sort of 
orcanisation is traceable even in very primitive forms and methods of 
oroduction. But organisation was not very important m the industrial 
life of those days, so that it did not attract the attention of economists. 
With the progress of society, however, organisation began to acquire 
importance. Large-scale production, division of labour, international 
m irkcts and such other economic complexities pushed tlie importance 
of organisation to the forefront. It is now realised more than ever 
before that the agents of production cannot achieve much unless they 
arc in effective co-operation. Their strength lies in tlieir union under 
one management which will assume lead in production and endeavour 
to utilise all the factors so as to achieve the best results and obtain 
highest returns. Organisation has now come to occupy an important 
place in the theory of Economics. 

14 


210 


INTRC DUCnON TO ECONOMIC PRINCIPLES 


§ 2. THE FUNCTIONS OP THE ORGANISER 

The task of an organiser, it may be emphasised, is not limited 
to the mere assembly of the various factors of production ; for he 
has to perform many other delicate and important functions as well. 
They may be explained by comparing the functions of a master black¬ 
smith with the functions of his apprentice. The apprentice simply 
works according to the directions given by the master blacksmith. But 
the work of the latter is far more difficult and responsible. Besides 
devoting himself to the work of production, he has to collect the neces¬ 
sary raw materials like iron and coal. When there is pressure of work, 
he has to employ outside w'orkers on the payment of wages. He may 
be required to borrow money, if there is a shortage of capital. Some¬ 
times it is he who has to find out entrepreneurs who willingly bear the 
risk of the enterprise. Besides combining the services of all the factors 
of production, he has to estimate the probable demand. After the 
collection of the various factors, he has to yoke them together in pro¬ 
duction and to bring them into most effective co-operation. He has to 
limit production according to his esimate of the probable demand for 
his wares when ready. Then he has to arrange for their proper market¬ 
ing. He has to be alert and keep in touch with the prices at which his 
competitors are selling their goods and to increase or decrease the 
prices of his own goods according to the state of competition. All 
these activities (excluding his labour in the actu:il preparation of the 
articles) come under organisation. Unlike the apprentice, who is 
concerneil only with a particular task which is entrusted to him, the 
organiser is concerned with production as a whole. 

The above Is a simple instance. A study of the functions of the 
organiser or manager of a big factory will throw more light on the 
importance of lus role and on the many-sidedness of his contribution. 
In every form of production, it is he who combines the various factors 
of production in the most systematic and most profitable manner, from 
the initial productive stage dowm to the sale of manufactured articles. 
Like the general who marshals the forces under his command and upon 
whose efficiency depends the victory or defeat in w'su, the organiser 
determines tlie success or otherwise of business establishment. Speci¬ 
fically his more important functions are the following : 

1. Bringing into co-operation the various factors of produc¬ 

tion ; 

2. Organisation of labour : 

3. Provision of necessary tools and appliances; 

4. Derteimination of quantity and quality of product; 

5. The marketing of goods ; and 

6. Miscellaneous functions. 

(1) The organiser assembles land, labour, capital and enterprise,. 
This task of assemblage is preceded by an investigation of the most 
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profitable channel of investing productive resources. After comnlet- 
ing this investigation, he has to pick up certain entrepreneurs willing 
to undertake the business risk. He also persuades capitalists to con¬ 
tribute their capital to the business. Then he has to employ suitable 
labourers and to get proper raw materials. All this preliminary 
work which mustbc done before production can begin, is performed by 

the organiser.^ 

Organisation 
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Fic 33 Illustrating the part played by organisation in the production of 

(2) The organisation of labour is his next important function. 
He has to divide labourers into several groups according to their level 
of intelligence skill and aptitude, and entrust to each group the work 
best suite d to it. He has, moreover, to be careful to see that no labourer 
remains idle and none is over-worked. He has to arrange production 
in various stages in such a manner that as soon as a labourer has finished 
his part of work on a particular commodity, another commodity may 
come before him immediately for similar operation. He has again to 
look to the proper supervision of labourers while they are at work ; and 
to ascertain that the industrious and the efficient arc rewarded and the 
indolent and the inefficient penalised. 

(3) The organiser provides labourers with proper tools, appliances 
and machinery. He has to see that the implements and machinery 


1 It must not be supposed that one man can supply only one factor of 
oroduction and not more. In fact, a man can and does supply more than one 
factor Take the case of a shareholder m a joint stock conipany. he is a 
iaoitaiist because he has contributed capital. He >s also risk-takc-r for he is 
liable to a loss and entitled to profit. Similarly a person may contribute 
SS well as organise production, thus becoming capitalist and organiser at th* 

m amc time. 
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are suited both to labourers as well as to raw materials on which they 
are used. Machinery have to be kept up-to-date and the organiser has 
to be in touch with the mechanical advances made in his branch of 
trade. He has also to take the care that the machinery remains fully 
employed ; that the motive power is adequate ; and ^at the skill of 
labourers is well maintained. 

(4) Above all, the organiser detennines the quantity and quality of 
the output. Goods produced arc meant for sale ; and business success 
depends upon the profitable disposal of the goods produced. It is 
therefore, essential that the goods should be produced in such quanU- 
tics and of such quality as may find a ready and profitable market. 
To perform this function efficiently the organiser has to be in touch 
with the market conditions and to find out what are the arucles in 
demand and what fraction of the total demand can be captured by him. 
For instance, if an organiser finds that canvas shoes are well in demand, 
and of the existing demand he can manage to secure the demand tor 
1 000 pairs of shoes, then he prepares 1,000 pairs of canvas shoes. In 

anticipatingthedemandtheorganiserhas,ofcourse,toforeseethechanges 

in fashion or taste and in the economic position of the purchasers, that 
might possibly take place in immediate future 

The problem of marketing the goods produced is also tackled^ 
the organiser. Speedy sale of the goods at maximum price is the 
ideal which he tries to achieve. For this purpose he has to know all 
the markets in which his goods can be sold ; the prices ruling in those 
markets- the prices at which his competitors are selling, or can seU 
rdr goods; and such other factors. It is tiiis sort of systematic inves- 
tigation wliich gives success to the organiser. 

(6^ Besides these, an organiser has to perform a large 

of 

a::“g“:nd A these factors have inrportant 

inllucncc on production* 


§ 3. ITFICIENCY OF ORGANISATION ^ 

Efficiency of organisation is to be measured by the degree of 
economy in production. The best organiser makes 
the factors of production and thus makes the business yield the h»goes^ 
profit. Efficiency of organisation may, therefore, be defined as the 
capacity to manage production with economy. 

Eilicicncv of organisation depends partly upon tlie efficiency 
of various factors of production and partly upon the organising capa¬ 
city of the organiser himself. The former has been discussed in its 
proper place in tliis book. The latter is discussed below. 

In order that an organiser may be really efficient, he must possess 
the following qualities : 

(1) Foresight. An organiser should be capable of anticipat¬ 
ing demand in its quantitative and qualitative aspects. He should 
also be able to take account of the factors that might bring about a 
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change in the nature and extent of the anticipated demand. 
factors may be climatic, or social, or political, or cconornic. He should 
also be able to visualise the probable cost of production on the basis 

of the cost of individual factors. 

(2) Ability to Organise Labour. The organisation of labourers 
is of great importance in production and requires great skill on the 
part of the organiser. The key test of the efficiency of the organiser 
is his ability to take the best out of each labourer. Ilis attitude should 
not be tyrannical but sympathetic and kind. At the same time he 
He should penalise the weak and lazy labourers and give reward to the 
diligent and efficient workers. He should create an atmosphere where 
labourers may naturally realise that if tlicy improve their work and 
efficiency, they will get the life which they deserve. 

(3) Technical Knowledge. An organiser should also possess 
sound technical knowledge. He must know something about t.ie 
nature, kind, availability and price of raw materialsuscd in his business. 
TTntodate knowledge of practical business and marketing conditions is 
^solutely essential. He should also be m touch with the working 
and mechanism of the machinery. So important is this factor in pro¬ 
duction that there is a distinct tendency m America in particular and 
every^^'hcre else in general to appoint engineers as organisers. 

Ability to Inspire Confidence. Modern business depends,, 
to a fairly large extent, upon borrowed capital which cannot be got 
unless the management of the concern is sound and honest and ins- 
ffires capitalists. An organiser has to 

possess the ability to inspire such confidence. 

All such qualities are found in some persons while they arc 
u V Poet it is said, is born not made; the same re¬ 
absent in . organiser The organisational ability is something 

and is rarc^ It can be improved through experience and 
Go_d-g result more of natural condi¬ 

tions than of human skill, similarly successful business is the result 
more of natural ability of the organiser than of his acquired qualities. 

§ 4. PROBLEMS OP ORGANISATION 
The most important problems which an organiser has to solve 

are three . problem of division of labour (including the locali¬ 

sation of industry). 

2 The problem of the scale of production. , . , . 

3. The problem of the legal organisation of the business 

Wc shall devote the next three chapters to these three problems 

of organisation. jj^q-|7RMEDIATE QUESTIONS 

1 Fxolain fully the duties of an organiser in modern production and 
show if hi. Sori;,is indispensable in industrial production, t.ve reasons in 

support '"‘^Tdoel^'e^^^ play in promoting the 

r society in mSdern times ? How far do you justify h.a being.called the 

“^Captain of Industry" ? (Punjab, Inter.. 1948). 



CHAPTER 33 

DIVISION OF LABOUR AND LOCALISATION 

This great increase in the quantity of work, which, in consequence of 
the division of labour, the same number of people are capable of performing, 
is owing the three different circumstances ; first, to the increase of dexterity 
in every parliculnr workman; secondly, to the saving of the time which is com¬ 
monly lost in passing from one species of work to another ; and lastly, to the 
invention of a great number of machines which facilitate and abridge labour, 
and enable one man to do the work of many .—Adam Smith. 

§ 1. EXPLANATION AND EFFECTS OF DIVISION OF LABOUR 

The first important problem with which a organiser has to 
deal is the division of labour. He divides and sub-divides the entire 
labour force into a number of groups, each performing one complete 
or incomplete process. One labourer thus comes to perform only one 
process or a part of process out of a number of processes necessary to 
produce a commodity. This is the division of labour which has im¬ 
mensely benefited humanity inasmuch as it has increased output at 
reduced cost per unit. 

Division of labour had not made its appearance in the very early 
days of human habitation. Each man or family of those days satisfied 
all of liis or its wants through individual efforts. If somebody wanted 
a hut, he had to prepare it himself. If he wanted fur to cover his per¬ 
son he killed an animal and prepared the fur. Similar considerations 
applied to each commodity wanted by human beings. But as society 
made progress, human wants increased ; man began to make efforts 
to devise ways and means of increasing production to satisfy his fast- 
multiplying wants. In this attempt, he hit upon the division of labour. 
It was realised that production could be increased and more wants 
satisfied with the same amount of labour if each man was made to pro¬ 
duce that commodity for the production of which he was most fitted; 
and to exchange his surplus commodities with the surplus commodities 
of other persons which he required. For instance, if a man was expert 
as a carpenter, he was to make chairs and tables all the time ; and to 
exchange his surplus chairs and tables for food, cloth, and other arti¬ 
cles of his requirements produced by other persons. Society was thus 
split up in a number of occupations ; and division of labour was thus 
introduced. The advantages of this invention were so great that it 
was only extended in its scope but its form was also made more com¬ 
plex and far-rcaching, as we shall presently study. Division of labour 
has become a very fundamental characteristic of the modern age. 

Two conditions must be present to make division of labour 
possible. Firstly, labourers must work in some sort of co-operation. 
Unless there is a group of labourers, they cannot obviously be 
divided. A single worker is incapable of division. Secondly, exchange 
of articles should be possible. If division of labour is introduced, a 
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man will produce one or a few commodities only ; and in order to 
obtain other articles for his consumption he will have to exchange his 
surplus output for the required articles produced by others. Co¬ 
operation of labourers precedes and the system of exchange follows the 

division of labour. 

Forms of Division of Labour 

The following arc the stages or forms of division of labour : 

fl) Division into Occupations and Professions. In this form of 
division of labour, workers arc divided into various groups according to 
the occupations or professions which they arc best suited to pursue. 
For instance, some persons may become cultivators, some weavers, 
some house-builders, some fishermen, some rope-makers, some doc¬ 
tors. some teachers, and so forth. This form of division of labour 
according to occupations is known as Occupational Division of Labour 
Under it a labourer specialises in a particular occupation to the 
exclusion of other occupations. 

Occupational division of labour was the first 
scene. It appeared at an early stage of economic 

assienment of separate duties to men and women, or of special functions 
to the king the warrior, the priest, the medicinc-man (tnus E'^ng nse 
to certain social classes) arc examples of this form of division of hibour 
in the primitive society. A very good illustration of 

division forroad'^d." sions; 

cd with definite functions. . 

f2l Division into Complete Processes. The next step in the 

I iinn of the division of labour was the breaking up of each occupa- 
«.'0lu.t'0"''f ‘ ^'^‘°"^,processes involved in tlie preparation 

tion into .1 "U"’ ,,,1,.division of labourers into the corresponding 

of anarticc • - Division of Labour into Cum[ilele 

number of S™ P^’ / ' labourers and eacli member tl.ereof devotes 

fJJ,n of division of labour, only to one complete 
himself, under tins torm labourers is only a semi-manu- 

entrusted with a particular process only. , . 

The division of labour into complete processes arises late m 
the history of human progress and is the second stage m tlic evolution 
If t rnhenomenon. Tnis is the result of considerable increase in 
human wants to satisfy wliich the extent of division of labour has to be 

pushed further. 

(3) Division into Incomplete Processes. With the introduction 
of machinery and factory system, and with multiplication of wants, 
SiviTion of labour is pushed still further. Each process is now sub- 
divided into various incomplete processes. Labourers arc accordingly 
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divided into different groups, each of which is made to devote itself 
to one incomplete process only. The work of each is merely a con¬ 
tribution to some joint result (semi-manufactured or finished product) 
from Avhich it cannot be separated and apart from which it has no value. 
Obviously the worker now devotes himself to a still smaller part of the 
finished article than under the second stage of division of labour. 

(4) Territorial Division of Labour or Localisation of Industry*. 
The division of labour into sub-processes is associated with the locali¬ 
sation of particular industries and callings in certain regions. 
Industries tend to localise in a particular place or region mainly due 
to some favourable geographical, geological, climatic, economic or 
political conditions found there. Due to the localisation of the industry, 
labourers of that place also acquire special skill in the processes or sub¬ 
processes of that industry. The availability of such skilled labour is 
an important cause of localisation. The localisation of industry 
is a form of division of labour and is called territorial division of labour. 

Simple and Complex Division of Labour 

Division of labour is sometimes classified into (l)simple division 
of labour, and (2) complex division of labour. “Division of labour is 
described as simple when two or more men, working in the same ways,, 
co-operate to perform a single task, too expensive, difficult or burden¬ 
some to be carried out effectively by one man alone, such as mowing 
or ploughing of field, lifting heavy goods or hoisting sail of a ship. The 
division is described as complex when each man or a group of men 
undertakes a specialised function which is contributory only to the 
final result; in other words, when several persons or groups co-operate 
to produce some result by each undertaking some contributory part, 
as for example the complex division of the cotton industry’*. 

The use of the term simple division of labour in the above sense,, 
is not free from objection. It is, strictly speaking, not a form of divi¬ 
sion of labour at all. When some labourers jointly do a piece of work, 
each working in the same way, they are not divided. They work in 
co-operation ; but this co-operation of labourers cannot be called 
division of labour. 

If wc want to retain the use of the terms simple division of labour 
and complex division of labour^ we may use the former in the sense of 
occupational division of labour, while the latter may be made to refer 
to the offier three forms of the division of labour. 

Advantages of Division of Labour 

Division of labour results in an increase in the productive capacity 
of labourers. This increase in productive power is brought about due 
to the following factors. 

(1) Gain in Adaptation. The great advantage of division of 
labour is that it makes possible the division of labourers into various 
groups according to their level of intelligence, physical strength and 
natural bent of mind ; and the allocation to each of them of the task 
they are best fitted for. Consequently the waste which sometime* 
follows due to the employment of skilled men to a job which could 
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very well be performed by semi-skilled or even unskilled labourers, or 
the employment of a less skilled man for a highly skilled work, are 
avoided. The capacity of each man is applied to the best advantage. 

(2) Gain in Skill. Another advantage of division of labour 
is that it requires the labourer to move his muscles, brain and eyes in 
one particular manner all the time he works ; consequently his limbs 
become automatic, quick and precise. The skill of a man thus increases 
through constant practice and specialisation. In the absence of divi¬ 
sion of labour, a labourer would be a Jack of all trades and probably 
master of none. 

(3) Increased Use of Machinery. The division of labour brings 
about a minute sub-division of productive processes. The sub-pro¬ 
cesses become so simple that many of them can be done by a machine. 
Division of labour thus leads to an extensive use of machinery. Machi¬ 
nery increases output, lower cost per unit, diminish the strain on 
labourers and bring about other advantages which have already been 
discussed. 

(4) Increase in Number of Inventions. Inventions of machinery, 
which are labour-saving devices, owe their origin to the division of 
labour. This is due to two reasons. Firstly, each work is divided in 
such minute and simple processes that the scope for inventions be¬ 
comes large. Secondly, when the labourer works on one machine all 
the time, he gets the occasion for thinking out the improvements that 
can be made in that machinery. 

(5) Economy of Implements and Capital. Under division of 
labour each labourer is engaged in one operation only and requires 
a few specialised tools which are constantly used all the time. Imple¬ 
ments and machinery thus find full employment. Again, since he 
possesses only few implements, he takes proper care of them and is 
not likely to lose them. 

(6) Improvement in the Quality of the Product. Since the finished 
product receives touches at the hands of master craftsmen, as 
specialists in their particular work, its quality is bound to be excellent. 

(7) Peduction in the Period of Apprenticeship. Division of 
labour brings about a sub-division of production into simple sub- 
processes and each labourer is required to engage himself only in one 
sub-process rather than in the entire production. Therefore, he has 
to learn merely a part of the work and the period of his apprenticeship 
becomes short. He saves time and money as a consequence. 

(8) Saving of Time. Being engaged only in one operation 
under division of labour, a labourer is not required to move from one 
place or task to another place or task every now and then or to put 
down one tool and take up another. The time which is lost in chang¬ 
ing work, place and tool is thus saved. 

(9) Saving of Skill. Since the labourer is given the task for 
which he is best fitted, his capacity is used to the best advantage and 
his skill is not wasted. He is also relieved of much monotonous and 
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cheap work which can be performed by women and children and in 
some cases even by the crippled and the blind. 

(10) Increase tn Mobility. \Vhen the processes of production 
are minutely divided and sub-divided, they become very simple and 
similar to each other. It becomes easier for the labourer then to move 
from one occupation to another. Mobility of labour is thus increased. 

(11) Expansion and Diversification of Occupations. The invention 
and use of new machinery open fresh avenues of employment. Em¬ 
ployment as a whole increases; and even women and children and partly 
disabled persons get some work. 

(12) Other Advantages to Labourers. Besides these advantages, 
labourers gam in other forms as well. Division of labour is possible 
only when a large number of workers work together. Labourers thus 
come into contact with each other and begin to feel a sense of unity and 
common interest. They form trade unions and hght for a reduction in 
the hours of work and an increase in wages, and try to improve their 
conditions in other ways. 

(13) Effects on Production as a Whole. The ultimate effect of 
division of labour on production as a whole is that output improves 
both in quantity and quality, and is obtained at a reduced cost per 
unit. 

Disadvantages of Division of Labour 

The imposing advantages of division of labour should not lead 
to the ignorance of its disadvantages. Its diadvantages can be grouped 
as (<j) direct and (6) indirect. 

(A) Direct Disadvantages 

(1) Loss of Efficiency and Responsibility. Specialisation narrows 
dov-m one’s mental outlook. A labourer is required to do and know 
about only a part of work ; he does not usually know more than that. 
'I’he range of lus usefulness is also reduced. He has to repeat the same 
simple process days in and days out and thus becomes an automaton. 
It is, indeed, a sad confession for a man to make that during his whole 
life he has done nothing more than fashioning the head of a pin or shar¬ 
pening its point 1 Moreover, since the raw material passes through 
several hands before it is finally finished, no labourer can be made res¬ 
ponsible for the excellence of the article as a whole. Labourerslosc 
the sense of responsibility since their responsibility cannot be fixed 
nor can their irresponsibility be detected. 

(2) Loss of Interest. When a man manufactures one whole 
article, he takes pleasure and interest in preparing it. The beauty of 
article pleases its maker, brings credit to him and gives him satisfaction 
^at his work has brought joy and satisfaction to others. But when he 
is made to w’ork in a factory, in a scheme of mass production where his 
contribution cannot be located, he loses interest in the job. 

(3) Monotony. A labourer who performs the same task all 
the time he works, begins to feci monotonous. The feeding of a print¬ 
ing machine or the folding of a newspaper and doing nothing else is 
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wrtainly a dull business Monotony gives rise to industrial fatigue 
imnd-wandering and day-dreaming, which reduce the efficiency of the 

labourer and his output. To do away with this monotony labourers 
are sometimes allotted different kinds of work. 

(4) Employment of Women and Children. Division of labour 
creates employment for women and children, but very often the task 
IS too arduous and laborious for them and seriously injures their health 
and hinders their growth. This is a matter of great national concern 
since weak mothers give birth to weak children, and weak children turn 
out to be weak men of tomorrow. 

(5) Loss of Mobility. If a workman is engaged in doing only 
one kind of work for some time, he might become unfit for any other- 
occupation. The mobility of labour may thus be seriously curtailed 
But It must be pointed out, if division of labour is carried to a fairlv 
great extent, the processes and sub-processes of different industries 
may bc^mc so simple as to be almost alike, in which case the mobi¬ 
lity ot labour may actually increase. 

(B) Indirect Disadvantages 

Division of labour also brings about certain indirect disadvantages 
Associated, as it is, with the working togetlicr of a large number of 
labourers in a factory or a mill, it gives rise to all the disadvantages of 
factory system, like the over-crowding of towns and the loss of personal 
contact between the employer and the employee. Working in group 
also makes a labourer dependent upon other labourers. If a nian is 
absent and one part of the job is stopped, the entire production mav 
come to a standstill. ■' 

Obviously the advantages of division of labour far exceed the 
alleged disadvantages. Steps have been taken by enlightened orga¬ 
nisers to reduce these disadvantages to the minimum. “Short hou s- 
leaving more time for leisure, rest pauses, welfare schemes involving 
the provision of rest-rooms, reading-rooms, dining-rooms and play? 
ing helds : co-partnership arrangement and profit-sharing schemes- 
these arc among the methods now being widely adopted to restore to 

the workers some measure of responsibility and to counteract the 
effects of routine and monotony^\^ 

Limitations of the Division of Labour 

Adam Smith, tl.e Father of Economics, has treated the subject 
of division of labour with great ability and it has not yet been equal ed. 
He mentions the following limitations of the division of labour • 

( 1 ) The Nature of Occupation. The extent to which the division 
of labour can be ^rried depends upon the nature of occupation fm 

that determines the number of processes or sub-processes involved 

therein. Ihcre is, of course, a bniit bevonH wKirsk i i- • r 

processes cannot be carried. ^ sub-division of 

(2) The Extent of Market. Whether j- • • r i u 
«n_be carried to the extent rendered potiblf by iir^ture ofZ 

1 'I bomM, Etemea/ of Beonomitt, p. UO. 
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industry, depends upon the extent of market. If the market is big 
the division of labour also tends to be carried to an advanced stage, 
Tfthemarket, on the other hand, is small, the division of labour must, 
be limited. 

C3) The Machinery of Commerce. The extent of the market is 
determined hv the machinery of commerce, the facility of transport, 
the banking system, and the like. In order to be able to trade, people 
must be able to communicate with each other, to send goods cheaply 
and quickly, to receive and pay money satisfactority, and so forth. 

§ 2. THE LOCALISATION OF INDUSTRIES 

There arc certain regions or districts which possess special advanta¬ 
ges conducive to the development of a particular industry or indus¬ 
tries. Attracted by these favourable factors, industries tend to con¬ 
gregate in such regions and districts, till their names become associat¬ 
ed with those industries. The tendency of industries to congregate at 
one particular place is known as localisation of industries or the terri¬ 
torial division of labour. Good instances of localisation of industries 
in our country are furnished by the jute industry which is localised in 
the neighbourhood of Calcutta ; printing and dyeing industry which is 
localised in Farrukhabad; glass and bangles industry centred in Firoza- 
bad ; the cotton textile industry associated with Bombay and Ahmeda- 
had : sugar industry of U. P. and Bihar ; and iron and steel industry in 
Tatanagar. 

^M^en a factor^' is newly started, the organiser has to determine ita 
locolitx’. To arrive at the right decision, he should obtain full know¬ 
ledge of the places where that industry is localized or can be localized. 
After a careful consideration of the relative advantages of various places 
from the point of view of availability of raw’ materials, skilled labour, 
good markets, means of communication and transport, and so forth, he 
sho>ild locate the industry at the most favourable site. The correct¬ 
ness of this decision is ver^’ important and determines, to a fairly large 
extent, the success or other^^Hse of the venture. Usually it happens 
that organisers in the same industry select the same centre or district 
for the localisation of their factories and thus tend to gravitate to the 
same region. 

Causes of Localisation 

It is interesting to investigate into the causes which attract 
organisers to the same place; in other words, which lead to the loca¬ 
lisation of industries. The more important of such causes are men¬ 
tioned below : 

Avaiiahiltty of Power. The most important cause of the 
localisation of industries is the availability ofpower. Coal is perhaps 
the most important source of power at the present time. It is not 
economical to carry coal over a long distance because it is cheap in pro¬ 
portion to its bulk and cannot, therefore, bear the cost of long transport; 
conseauently industries atend to be drawn to coalfields. In recent 
times hydro-electric power has acquired prominence. Hydro-electric 
stations may attract certain industries in their neighbourhood ; but 
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they usually decentralize them by making the supply of cheap power 
over long distances, through transmission lines, possible. 

(2) Avilability of Raw Materials. Raw materials are impor¬ 
tant ingredients of manufacturing since in their absence no pro¬ 
duction is possible. As such, the regions here raw materials are 
available sometimes become the centres of industries. Tne jute industry 
of Calcutta and iron and steel industry of Tatanagar are partly the result 
of this cuse. Availability of raw materials is a matter of supreme impor¬ 
tance in those cases where the materials cannot be economically trans¬ 
ported due to their extreme cheapness in proportion to their bulk or 
due to their fixity. Mining must be carried on where mines exist and 
lumbering industry must be localised where forests are to be found, 

(3) Climate. Climate helps in the growth of industries inas¬ 
much as^it determines the conditions of worx. Extremis of tempera¬ 
ture are not suited to hard work. Tne regions with temperate climate 
are therefore, imporUnt for localisation of industries. In certain cases 
the* climate acquires special importance as in the case of cotton textile 
industry This industry requires moist climate so that fine tnread could 
be spun out of cotton. If climate is dry, the thread soon becomes dry 
and breaks. It is the climate of Bombay which has mide it tue centre 
of cotton manufacturing industry of India. 


(4) Availability of Skilled Labour. Tne origin and persistence 
of localisation is sometimes the resultof availability of skilled labour. 
The glass bangles manufacturing industry of India is localised at 1-uoza- 
bad not because it is near the sources of raw materials or the markets 
but simply because skilled labour is available here. Tne localisation of 
printing and dyeing industry at Farrukhabad is also to be explained oy 
the availability of skilled labour there. 

The Momentum of an Early Start. Sometimes a place wnerc 
an industry gets an early start begins to enjoy so rnany advantages with 
respect to that industry that ultimately it gets loca ii..d there. New 
entrants into business find it economical and profitable to set up a fac- 
tory at the old place rather than at a new place. 

16) Nearness to Markets. Since the manufactured articles have 
to be transported to the markets for sale, the nearness of the niarket 
saves the cost of transport. Proximity of markets is consequently an 
imporunt factor conducive to the localisation of industries, i ne cotton 
textile mills, for instance, have recently been started m our country in 
the interior at the places of the actual demand of cotton textiles. 

(7) Availability of Means of Transport and Communication. The 
disadvantage of distant markets is reduced if cheap, quick and easy 
means of transport and communication are available; consequently an 

industry may be localised at a place remote from the markets if cificient 

means of transport exist. The importance of means of transport to the 
localisation of industries can be better appreciated if we realise that 
quite a large percentage of the total manufacturing cost is made up ot 

transport charges of the raw materials to the factories and of the finished 
products from the factories to the markets. 
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(8) Accessibility of Market, Markets should not only exist in 
the geographical sense but should also be available in the cTOnoinic 
sense. The accessibility of markets implies that the purdiaserS'in those 
markets should have the demand for goods ; the competition herein 
should not be prohibitive ; and there should not exist very high import 
and export or octroi duties which check the movement of goods. It is 
interesting to note that the import of motor cars and lorries into India 
is subject to high import duties but the import of motor accessories and 
parts is not so liable ; consequently many foreign companies have from 
abroad established motor factories in India, which simply fit the parts 
imported and sell complete lorries, thus effecting a saving in import 
duties. 

(9) Miscellaneous Causes. There are various miscellaneous con¬ 
siderations also which favour the localisation of industries. The avail¬ 
ability of water for factory use and of cheap land are some of the; 
instances. 

Advantages of Localisation 

The localisation of industries in any particular region is a matter of 
great advantage. The following are the important advantages thereof i 

(1) Grozvth of Skill, an industry is localised in a parti¬ 

cular place, the labourers of that place acquire special skill in that 
industry. The skill once acquired becomes hereditary and is passed on 
from father to son. Small children see ever>'day the work that is done 
in the factories and through constant observation helped by natural 
aptitude, learn the intricacies of trade in no time. 

(2) Growth of a Local Market for Skill. Localisation gives rise 
to a local market for a particular kind of skilled labour. An oxganiser 
of a new factory in that line can find skilled labour in that market, 
while the labourers skilled in that line can hope to find employment there. 
Not only does the labour become specialised, but specialised machinery 
also makes its appearance. Localisation enables the introduction of a 
minute division of labour, co-operation of a large number of entre- ) 
prcrcurs of common interest, and a keen sense of competition in a pr^ ' 
ductivc efficiency, all of which lead to the invention and use of highly 
specialised machinery'. 

(3) Reputation or Goodwill. When an industry is localised in a 
particular place, the products of that place earn a reputation or good¬ 
will for themselves, so that the articles manufactured there find a ready 
market. Dacca muslin and Lucknow chintzes {chhint) are celebrated 
even up to this day, and find more willing purchasers than similar pro¬ 
ducts of other regions. Sheffield cutlery is still preferred to several other 
types of similar goods. 

(4) Growth of Subsidiary Industries. Near the industrial centte, 
many subsidiary industries tend to grow. Thus the iron and steel in- 
dustry generally leads to the establishment of cement industry because | 
the slag, wbich is the waste product of the iron and steel factory, 
happens to be the raw material of cement industry. 
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(5) Growth of Supplementary Industries, Localisation of indus¬ 
tries also leads to the development of supplementaryindustries which 
provide employment to the women and children of the male labourers. 
Centres of heavy industries usually become the centres of silk industry 

•because cheap labour of women and children is available there. 

(6) Growth of Machinery of Commerce. An industrial centre 
becomes a bee-hive of commerce. Huge quantities of raw materials or 
coal pour in daily, and large amounts of products are sent out regularly. 
Trade on such a large scale requires the growth of machinery of com¬ 
merce, which is brought into being. The centres where industries 
are localised have efficient means of communication and transport, 
banking organisation and capital market, all of which are valuable 
national assets. 


Disadvantages of Localisation 

Localisation of industries which has so many advantages is also 
the cause of several disadvantages. These disadvantages are enume¬ 
rated below' : 

(1) Narrow Development of Human Skill. Localisation of 
industries causes the demand for certain type or types of skill. The 
labourers possessing such skill hardly get the time to develop other 
aspects of their intelligence. Localisation thus narrows the intelligence 
and skill of mind. It also imposes a limit to the mobility of growing 
population. The population of a centre where cotton textile industry 
18 localised may not be able to emigrate because it can do no other work, 

(2) Rtsk of Widespread Economic Suffering. l/ocah'sation makes 
an industrial centre almost solely dependent on one industry. It may 
have to suffer seriously if that industry faces bad times. During the 
depression, profits may be displaced by losses; factories may close 
down ; labourers may be thrown out of employment and may not find 
other sources of earning a livelihood. 

* , £*^ 1 ^ of Industrial Centres. Localisation is often associated 

With the physical, economic, moral and social evils which grow un¬ 
checked in factories and in industrial centres. 

Remedies 

Ihe above disadvantages of localisation can, however, be 
reme icd. The risk of one-sided development of human skill and 
"n cwnomic sufferings can be protected against, if more than 

one industry 18 started at one centre. Localisation itself partly supplies 

*” *^* ^^*^*^ °^ of subsidiary and supple- 

us^ies. Remedies for the evils of industrial centres liave 
already been discussed. 


intermediate questions 

(Andhra, Inter., J 95 JJ drawback of localisalion of industry. 

B., I. A.. ?952) ” of division of labour (M. 
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3. Examine critically the causes which bring about localisation of in* 
dustry. (M. B., I. Com., 1952). 

4. What is meant by Division of Labour ? Why is it adopted in pro¬ 
duction ? (Mysore, Inter., 1943). 

5. State the advantages and disadvantages of the Localisation of In¬ 
dustries. (Osmania, 1. A., 1952). 

6. Write a note on Localisation of Industries. (Poona, I. A., 1949). 

7. Give the advantages and disadvantages of Division of Labour. (Pun¬ 
jab, Inter,, 1950). 

8. Write a note on Territorial Division of Labour. (Raj., 1. A., 1952). 

9. What ore the causes of Localisation of Industries? Discuss with 
reference to cotton textile industry in Bombay. (Raj., I. A., 1951). 

10. What is meant by Division of Labour ? Discuss its advantages and 
disadvantages. (Raj., I. A., 1948). 

11. Why is it that particular localities are found to specialise in certain 
industries ? Describe the advantages of such specialisation. (Raj., I. Com., 
1952). 

12. What do you understand by Division of Labour ? Describe its 
merits and defects. (Raj., 1. Com., 1947). 

13. What do you understand by Localisation of Industries ? Exa¬ 
mine the factors which bring about localisation of industries. (Raj., I. Com., 
1946). 

14. What are the advantages of localisation of industries ? Account for 
the localisation of the Indian jute rnill industry on the banks of the Hooghly. 
(Utkal, i. A., 1952). 

15. Discuss the advantages and disadvantages of the Division of Labour. 
(Utkal, I. Com., 1951 S). 

16. What ate the advantages and disadvantages of Localisation of In¬ 
dustries ? (Utkal, I. Con., 1951 S). 


CIUPTER 34 

THE SCALE OF PRODUCTION 

The advantages which large business has over a small one are conspicu¬ 
ous n manufacture. But there is a strong tendency for large establishments 
to drive out small ones in many other industries: in particular the retail trade 
IS being transformed and the shopkeeper is losing ground daily .—^larshalL 

The size of business undertakings has greatly increased in 
recent times. Production on a large scale is a very important feature 
of modern industrial society. Formerly \vc used to purchase our 
shoes from a petty cobbler and cloth from an ordinary weaver ; but 
now these articles arc supplied by big factories of Flex and Bata and 
gigantic cotton mills of Bombay and Ahmedabad. “The typical unit 
of production”, says Hobson, “is no longer a single family or a small 
group of persons working with a few cheap, simple tools or small quan¬ 
tities of raw materials, but a compact and closely organised mass of 
labour composed of hundreds of thousands of individuals, co-operating 
with large quantities of expensive and intricate machinery through 
which pass a continuous and mighty volume of raw material on its 
journey to tlie hands of the consuming public”. When production is 
carried with large quantities of raw materials, large amount of capit.il, 
large labour force, largely efficient organisation and large risk, it is call.;cl 
large-scale production. When the factors of production are small in 
quantity, the scale of production is said to be small. 

The instances of large-scale production in our country are the 
cotton textile mills, sugar mills, iron and steel companies, railways 
and other big undertakings. The examples of small-scale production 
are the village weavers, kUandsaris, blacksmiths’ work-sliops and bul¬ 
lock carts. In ail the countries of the world large-scale production and 
small-scale production exist side by side, though the former is making 
progress steadily at the cost of the latter. In India large-scale pro¬ 
duction is making slow but certain progress. 

It is natural to enquire into the causes of increase in the scale of 
production. These causes are the advantages and economics which 
large-scale production brings about. 

§ 1. ADVANTAGES OP LARGE-SCALE PRODUCTION 

Large-scale production is more economical tlian small-scale 
production. In other words, the cost of production per unit is 
generally less when the scale of production is large than when it is sm all. 
This is the result of the various economies which arc made available 
when the scale is large and which do not arise when the scale is smnll. 
Such economies can be divided into two classes : (1) external econom cs, 
and (2) internal economics. 

1. External Economies 

Economics which result due to some external factors operat- 
15 
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inp froTTi without and have no relation to the internal organisation of 
production are known as external economies. External economies 
are entoyed by all the firms in the same industry in common. Deve¬ 
lopment of means of transport and communication, facilities in adver¬ 
tisement, advantageous localisation of industries and such other pri¬ 
vileges can be included under it. When the scale of production is large 
the sources of external economies grow up in plenty and external eco¬ 
nomies appear as a consequence. 

2. Internal Economies 

Internal economies result from the efficiency of the internal 
organisation of a particular firm which enjoys them exclusively. They 
have relation to the administrative, technical and commercial spheres 
of business. There are three classes in which the expenses of a factory 
can be divided and in respect of which economies are made. These 
are : fl) preparatory expenses, (2) manufacturing expenses, and (3) 
distributory expenses.^ They have been detailed out in the following 
table : 

Heads of Expenditure Economics 


1. Preparatory .. In the purchase of raw materials, 

fuel machines and tools and 
transport services. 

2. Manufacturing Expenses . . (a) In the engine room. 

(A) In the workshop. 

(c) In the utilisation of by-pro¬ 
ducts. 

{d) In the packing department. 

(e) In the office. 

3. Distributory Expenses . . («) In transport. 

(b) In agents, travellers and 
advertisements, and 

(c) Through reduction in fluctua¬ 
tions in demand. 

(1) Preparatory Expenses. Before actual manufacturing can 
begin, a producer has to make certain preparations. Large quanti¬ 
ties of raw materials and tools are required. All these things can be 
purcliased at cheap wholesale rates if the scale of production is large 
and the demand for them is enormous. Economies can thus be effected. 
Again, all these things have to be transported to the factory from diffe¬ 
rent places. This can also be arranged at low rates if consignments 
are large since railway and steamship companies quote lower rates for 
them. 

I penson, The Economics of Everybody Life. 
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(2) Manufacturing Expenses. After the acquisition of all the 
preliminary things required in production, the actual work of manu¬ 
facturing begins. If the scale of production is large, substantial eco¬ 
nomics can be made in the various departments of the manufacturing 
business. 

{a) Engine Room. We shall begin our survey with the engine 
room where motive power is generated. The larger the quantity of 
power required, the less is the cost per unit of power. If you double 
the amount of the power generated, you need not exactly double the 
engine or the space or the engineers. In such case a more powerful 
engine will certainly be required and the consumption of fuel will also 
go up, but the increase in expenses will be much less in proportion to 
the amount of power generated. Consequently economics can be effect¬ 
ed in the supply of motive power if the scale of production is large. 


(b) Workshop. There is a great scope for economies in the 
actual workshop, which can be attained by increasing the scale of pro¬ 
duction. If the scale of production is large, the number of labourers 
employed will also be great, with the result that a thorough and minute 
division of labour can be introduced. Division of labour brings about 
a large number of economics, which have already been discussed. Not 
only labour, machinery can also be specialised. A big factory can 
afford to purchase costly machinery, each made for one small use, and 
can thus take advantage of the economies resulting from the specialisa¬ 
tion of machinery. Huge steam hammers, cranes, hydraulic riveting 
macliines which increase output enormously at low cost, can be used 
only by the big companies of today. Again, if the scale is large, machi¬ 
nery may be used for longer hours per day and kept more fully employ¬ 
ed as compared to small business where their use may be shorter and 
occasional. A large firm also has the advantage of using most upto- 
datc machinery. New inventions are being made with such rapidity 
that a machine becomes outofdate or ‘obsolete’ very soon. In a big 
business the machinery, being used day and night, is soon reduced to 
scrap : loss due to obsolescence is thus saved and the latest types of 
machinery can be purchased immediatley after their introduction. 
Economies can be made even in repairing mach ines, for a large business 
wl)cre repairing work has to be done regularly, can afford to employ 
mechanics and carpenters for this purpose and save the profits which 
are rnadc by repairing workshops. Finally, a large undertaking can 
spend money on researches and experiments, which is not possible in 
the case of a small enterprise. Work of tliis nature leads to an improve- 
mcnt in the processes of production, better utilisation of raw materials 
introduction of new designs and patterns and the derivation of the 
aovantages of scientific progress in so far as it affects organisation. 

. By-products Now we come to the problem of the utilisa¬ 

tion of by-products Every factory has certain by-products or waste 

products winch It throws away and which if properfy used, can be a 

source of profit. Ihe uti isation of by-products requires special skill, 
cxpcrimerils and capital, all of which are available in the caL of largel 
scale production and not in the case of small-scale production. WiSte 
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products, which ordinarily involve some expense in removal, become a 
source of profit in big factories. Thus in the great slaughter houses of 
U. S. A, no part of animal is wasted ; waste products are employed to 
yield several useful by-products like tallow, fertilizers, glue and gelatine, 
•all of which find ready market. 

(d) Packing Department. The next important department is 
the packing department. If a concern is large, it can have its own pack¬ 
ing department and can thus save the profits which formerly went to 
the pockets of outside packers. It can even employ packing machines 
and effect further economies. Similar economies can be effected in the 
printing of \NTapper3, labels and cards. 

(e) Office. Economies can also be made in the office where the 
c’erical work is done. If the work is large, clerks can become specialis¬ 
ed. Clerks of exceptional intelligence may be given really responsible 
and skilled work, the less intelligent clerks being given such mechanical 
work as adding and subtracting. The work of the latter type may 
even be allotted to special machines designed for the purpose. 

(.3) Distributary Expenses. The expenses incurred in the mar¬ 
keting of the produce are known as distributory expenses. In their 
journey from the factory to the consumers, the goods pass through 
various groups of persons, each of which puts a charge to their cost 
price by way of its reward. If the operations of the factory are carried 
on on a large scale, many economies can be made in the distributory 
expenses. 

(u) Transport. Let us first take the cost of transport of the 
finished products from the factories to the markets. If the scale of 
production is large, the consignments will also be large for which 
railways and steamship companies quote specially low rates. If the 
goods to be sent to a certain place happen to be enormous in quantity, 
the producer can very well have his own railway trucks which can be 
loaded up in the factories and drawn by his own engine to the nearest 
railway siding and attached to the train. 

(6) AgentSy Travellers, etc. Similar economies are made in 
the cost of agents, travellers and advertisements, in the case of large 
production. “The advertising appropriations of large organisations 
reach almost stupendous figures, while their sales arc promoted by 
numerous travellers and sales agencies in every part of the world. 
Small-scale enterprise does not provide a sufficient margin to justify 
such expenditure nor is there usually sufficient capital at its disposal to 
make possible such outlay”. 

(c) Reduction in Fluctuations in Demand. A large concern is 
also not subject to the influences of fluctuation in the market demand 
to any great extent. A large undertaking employs very experienced and 
able men whose forecasts about the future of the market are remarkably 
correct. The head of a large firm leaves the work of superintendence 
and general organisation to his subordinates and devotes himself exclu¬ 
sively to the trade problem. Marshall aptly writes : “The head of large 
business can reserve all his strength for broadest and most fundamental 
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problems of his trade. Hemust, indeed, assurehimscif thathismana^^ers, 
clerks and foremen are the ri;»ht men for their work and are doing 
their work well, but beyond this he need not trouble himself about 
details. He can keep his mind fresh and clear for thinking out the most 
difRcuIt and vital problems of his business ; for studying the broader 
movements of the markets, the yet undeveloped results of current eve nts 
at home and abroad ; and for contriving how to improve the organisa¬ 
tion of the internal and external relations of his business”. 

§ 2. DISADVANTAGES OF LARGE-SCALE PRODUCTION 

Though large-scale production has a large number of advantages, 
it is not free from disadvantages. 

(1) If demand is miscalculated and production exceeds the 
market demand, great loss is incurred. 

(2) The relations between employers and employees do not 
rcmairi very close; hence they often come into clash with each other. 
Organised strikes and lockouts often stop the smooth functioning of 
the productive machanism. 

(3) Then there are certain lines of production whicli cannot 
be carried on satisfactorily on a large scale ; for instance, bidi miking or 
embroidery is specially suited for small-scale production. 

§ 3. LIMITS OF LARGE-SCALE PRODUCTION 

The extent to which the economies of large-scale production 
can be realised depends upon tlie largeness of the scale of production. 
It may he generally said tliat the larger the scale of production, the more 
will be the economies realised and the less will be the cost per unit. 
But there is a stage beyond which the scale of production cannot be 
increased with advantage. In other words, there are certain limits be¬ 
yond which tlie largeness of the scale of production becomes uneconomic. 
These limits arc imposed by the nature of the business^ by the nature 
of the market and by the nature of organisation. We shall deal with 
these three limitations below. 

(1) The Nature of the Business. In some cases the nature of the 
business carried on is such that large-scale production is altogether 
unsuiled for it. Business of this nature can be carried on profitably only 
on small scale. 

(a) Some trades require special personal skill from workers 
who cannot be replaced by automatic machines. Silk weaving, em¬ 
broidery work and other delicate works arc the examples of such 
business. They must be carried on a small scale. 

. (&) Those businesses where the personal taste of the consumer 

18 cared f^or, the scale of production has to be small. A good example 
of this is the tailor’s business. A tailor has to meet the wishes and 
requirments of each individual customer. Its success depends upon the 
individual care and satisfaction that he gives. If he increases his 
business, he may find that he cannot pay adequate attention to each and 
every customer, with the result that some of them may withhohl tlicir 
custom. 
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Some businesses where personal attention of the head is 
required; are generally small-scale businesses, 

fine cotton fabrics are produced not in big cotton mills of B^b y 
where personal supervision is difficult, but in small mills of Ahmeda 

bad and Sholapur. 

(21 The Nature of the Market. The limit to large-scale pro¬ 
duction is sometimes imposed by the nature of the markets—its extent 

and stability. . . , 

Large-scale production turns out enormous quantities of goods 

which must have very large markets for sale. L^ge 

fore are absolutely essential for large-scale production. If the market 

for a producer is small, nobody wilt commit the blunder of 
it on a large scale, for in such a case the goods produced will not all be 
sold always. For instance, the Bombay cotton mills produce cotton 
Boods on a very large scale simply because there is a very ^eat m^ket 
for these goods^; but the vegetable growers roundabout Bombay P™du« 
vegetable! only in small fields adjacent to the city because the market 
for vegetables is limited in respect of loca ity, customers and time-|- 
vegetables can be sold only in Bombay, to the people who make their 
purchase in that city, and the very day they are brought from the fields 

they begin to rot. 

Besides the extent of the market, its stability is also an impmtant 
consideration. If the demand for an article is not constant but uncer- 
tSn in other words, if it is quite large at one time but very small 
at aJiothcr. it will be a mistake to start big factories for its production. 

O'J The Nature of the Organisation. A limit to the largeness 

of the sLle of production is also imposed by the efficiency of 

tion This is the most important limitation of large-scale production. 

Organi^ng ability of a maS being limited there is only « 

scak of business which he can efficiently organise ; if the scale of 

business isTncrcased beyond this limit, the efficiency of the organiser 

diminishes and the production becomes uneconomic. 

§ 4. SMALL-SCALE PRODUCTION 

When production is carried on with small quantities of the 
various facto^rs of production the scale of production is ^o be 
small In modern davs, production has a tendency of being insututed 
o^a large scale ; but still, small-scale production persists with great 

causes of the persistence of small-scale production are to 
be foTnd in (*) the nature of certain occupations to which smail 
scale is best suitid ; and {«) the advantages of small scale. 

(0 The following are the cases in which small scale is invariably 

The occupations requiring personal attention and care Uke 
tailoring are mostly conducted on small scale. 

(b^ The products which require high artistic excellence are 
produced by handicraftsmen who produce tliem on small scale. 
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(i:) Some products do not command a wide market, and must 
be produced on small scale. 

{d) Some occupations by their very nature cannot be conducted 
on a large scale. Agriculture is an example. It is true that we often 
hear of big mechanized farms but they are not big as compared with 
mammoth factories. Bidis iire made by hand and 6/di-making has, 
therefore, to be a small-scale enterprise. 

{e) Industries in the experimental stage have to be run on small 

scale. 

(/) Handicraftsmen, who want to remain independent, work 
on a small scale. 

(ii) The following arc the advantages of small-scale production. 
Firstly, the master can keep a close watcu everywncre. His loremcn 
or workmen cannot afford to shirk the duty. Secondly, he saves much 
of the book-keeping and the elaborate system of ciiecks wuicii are 
essential in the case of large establisliment. Tnirdly, the relations 
between the master and his servants are very intimate and cordial; and 
there is rarely any occasion for strikes or lock-outs. 

The chief disadvantage of small-scale production is that it 
cannot take advantage of the various economics which are available 
in the case of large-scale production. Moreover, diihculty is laced 
if the commodity of a standard type has to be produced in bulk. In 
other words, it is unsuited for mass production. 

However, the disadvantages of small-scale production have been 
appreciably reduced by a number of factors. Firstly, the small-scale 
producer shares the advantages of external econoimes which arc cons¬ 
tantly increasing in importance. Secondly, the advantages of research, 
new inodes of production, etc., which were so far availaolc to big pro¬ 
ducers only are now available to small producers as well. In ail matters 
respecting trade knowledge, newspapers and trade and technical pub¬ 
lications of all kinds are perpetually scouting for him and bringing him 
much of the knowledge lie wants. Finally, small maciiinery have been 
invented for the benefit of small-scale production wnicli can be operat¬ 
ed by electricity. They have greatly improved the lot of the arusan 
and granted him a fresh lease of life. 


INTERMEDIATE QUESTIONS 

1. Discuss the distinction between External and Internal Econooiica 
of a business. (Bombay, 1. A., 1940). 

AV \ economies of large-scale production. How far is it pos- 

I. Com., »"*“U-scale production to exist side by s.dc ? (Bombay, 

1953 /.* Internal and External Economics. (M. B., I. A.. 

obstacles I large-scale production? Carefully examine the 

m*2). ^ growth of large-scale production in this country. (M- ii., I. A.. 

eior. 5. Describe the merits and defects of the system of large-scale produc- 
cioD. iDdicatc lU liimtatjonae (M* I. Com*, Iy52). ^ ^ 
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6. What are the advantagea of larpe-scale production ? Account for the 
persistence of small-scale production with special reference to India. (Poona 
T. A., 1949). 

7. Explain the economics, internal and external, of large-scale produc¬ 
tion. (Punjab, Inter., 1951). 

8. Wfite a note on External and Internal Economics. !♦ A., 

1953). 

9. Compare the advatitages of large-scale farming and small-scale farm¬ 
ing ? Which of the two do you consider suitable in the erase of India ? (Raj., 

I. A., 1952). 

10. What are the limitations of large-scale production ? Illustrate your 
answer with reference to agriculture. (Raj., I. A., 1943). 

11. What are the advantages and limitations of large-scale production 

(Raj., I. Com., 1948). 

12. How does agriculture come to be carried on all the world over gene¬ 
rally on a small scale ? (Raj., I. Com., 1945). 

13. Discuss the advantages of large-scale production. (Utkal, I. A., 
1951 S). 


CHAPTER 35 

forms of business organisation 

h. have oC .he'busints and how’^much risk he assunnes.-Ger,,en6er^. 

If we look to the business establishments all around us, we will 
find that they have been organised in different forms. Some are 
owned and managed by one individual ; some arc partnership firms, 
others are joint stock companies ; while still others are co-operative 
societies. It is important to discuss the nature and salient features of 
all these forms of business organisations. Keen observation will reveal 
that because of the increasing popularity of large-scale production, 
one-man enterprise is losing its importance, partnership is less frequ^it 
than before, while the joint stock company has become the most typical 
and the most widespread form of business organisation. 


§ 1 . THE SOLE TtLADER 

When a business establishment is owned and managed by a 
single individual, he is known as the sole trader or the individual entre- 

oreneur. If the business yields profits, he alone is entitled to all the 

earnings; if it shows a loss, he alone has to bear it. He is also the sole 
manager,’ the pivot as it were, of the entire business. 

Individual entrepreneur system is the earliest and the simplest 
form of business organisation. Even today it is very common and 

widespread. Its importance is, however, declining due to a general 

increase in the scale of production all around. It still persists in such 
businesses as retail trade and agriculture, and in professions like that of 
doctors and lass^ers. In the business in which personal relationship 
between the consumer and the producer is important, the individual 
entrcprencour system is very appropriate. 

This system has several advantages. Its formation is easy ; 
anvbodv who intends to setup a business establishment is at ibcrty to 
doso with the resources at his command. The motive to work hardin 
the business is also great ; because hard work increases profits and these 
profits go directly and exclusively to the pocket of the sole trader. 
Moreover, this system ensures prompt action, so often necessary for 
success of the business, since the sole trader does not necessarily have 
to consult anybody in his business matters. 

This system is not free from disadvantages. The greatest 
disadvantage is that the liability of the sole trader is unlimited; m 

1 For creator detai/« see my liusirtett Methods and Machinery, Vol. H- 
Kitab Mahal.' 
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Other words, his debts run against his entire property and not merely 
against the amount of capital employed in his business. Secondly, 
the size of the business, under this system necessarily remains small for 
the pioductive resources whicli a single individual can supply ar* 
definitely limited. Again, a sole trader docs not command specialised 
and expert opinion which is possible under partnership, and mora 
under the joint stock company, because of large resources of the latter. 

§ 2. PARTNERSHIP 

The need of doing work on a larger scale than is possible under 
the previous system draws together more than one person to carry on 
business in partnership. Such a business establishment is called a 
partnership firm. The Indian f^artnership Act 1932 lays down : 
“Partnership is the relation between persons who have agreed to 
share the profits of a business carried on by all or any of them acting 
for all.” The maximum number of members is 20 in the case of an 
ordinary firm and 10 in the case of a banking firm. The liability of 
partners is usually unlimited, as is the case with sole proprietor, though 
some of the partners may have limited liability by express agreement. 
Pai tners are jointly and severally (separately) responsible for all tht 
debts of the firm. 

Partnership as a form of business organisation, is not so important 
now as it was some time back. It still persists in retail trade and mer¬ 
cantile establishments of moderate size. Small manufacturing factories 
are also sometimes organized on partnership basis. 

Partnership has many advant.ages. It can be formed very 
easily, though the ease of formation is not so great as under the indivi¬ 
dual entrepreneur system. Motive to labour hard to m.ike the busi¬ 
ness a success is quite considerable. “So great is the risk arising from 
unlimited liability, so direct is the relation between the partners, tliat 
the stimulus to production operates powerfully”. Again, since th« 
resources of more than one person are available here, the scale of pro¬ 
duction becomes fairly large. The capital, skill and business ability 
at the command of a prtnership firm are often greater than those avail¬ 
able to a sole trader. The combination of partners and their resources 
also makes differentiation, specialisation and division of labour possible. 

Partnership has certain defects as well. Though the capital 
at the disposal of the firm is large as compared to a sole trader, it is 
not large enough for starting big factories and big transport agencies 
which typify the modern size of business establishments. The 
unlimited liability is also a great handicap; for that makes the liability 
of each partner excessive for most purposes. Again, partnership has a 
very precarious existence and may dissolve at any time. Personal 
quarrel or lunacy or death or insolvency of a partner, may lead to the 
break-up of the firm. 

§ 3. JOINT STOCR COMPANIES 

The necessity of extending the sqale of business still further 
leads to the co-operation of a larger number of persons than is the 
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case under partnership. An association of individuals of this character, 
formed for carrying on business for their private gain, is known as a 
^joint stock company’. It has been provided in the Indian Companies 
Act that an association consisting of more than 10 persons formed for the 
purpose of carrying on a banking business and any association consist¬ 
ing of more than twenty persons formed for the purpose of carrying on 
any other business, is to be known as joint stock company. 

Characteristics of a Company 

The joint stock company has some outstanding characteristics. 
Firstly, capital of such a company is divided into stocks and siiares. 
The stock is ovined jointly by a large number of persons. That is 
why it is called a joint stock company. 

Secondly, the shares of a company are transferable. The man 
possessing a share of the Tata Iron and Steel Company, Ltd., or of the 
Allahabad Bank, Ltd., may sell it to any other person if he so desires. 

Thirdly, the liability of the members is limited to the face value 
of the shares. If the value of the share purchased by a person is Rs 100, 
the maximum amount that he can be called upon to pay in all is Rs. 
100. It is to impress this fact that the word “Limited” is added after 
the name of joint stock coiypany, e. g., the New Theatres, Ltd., the 
Bombay Talkies, Ltd. 

Capital of a Company 

The capital of a company is of different kinds which need des¬ 
cription. The total capital which a company can raise by issuing shares 
\zc 2 \\Qii \Xs Authorised Capital. Usually a part of the authorised capital 
is offered to the public for subscription ; tnc rest is issued later as and 
when more capital is required. The part of the authorised capital wmch 
is issued to the public for subscription is known as Issued Capital, i'ac 
part of tlie issued capital which is actually subscribed by tnc public is 
known as the Subscribed Capital. Shareholders arc sometimes called 
upon to pay the full value of the shares and at others only part of it. 
I'lie part of tiie issued capital which the shareholders are called upon 
to pay is known as the Called-up Capital (the uncalled portion being 
named as the Uncalled Capital). The part of the called-up capital wmch 
is actually paid up by the shareholders (some of tliem otten fail to pay 
their commitments) is known as Paid-up Capital. 

Management 

The capital of a company is divided into a large number of 
shares. A man purchasing a share becomes a member or one of the 
proprietors of the company, The number of the propdetors of a 
company is usually very large. If all of them want to take part in its 
management, it w.ll really result in m smanagement. Management 
can best be done by a few chosen persons suited to the task. As such, 
the shareholders usually elect a few persons from among themscives 
to direct the general policy of the company, which is Oiten lormuLted 
by the shareholders at one of the general meetings. They are cal.ed 
directors, and collectively, the board of directors. 'l‘he actual woric 



236 


INTRODUCTION TO ECONOMIC PRINCIPLES 


of management and admini'^tration is dele.^rted to the m'?nager. 
Sometimes a director is mi de a manager, when he is known ss manag¬ 
ing director. 

Advantages and Disadvantages 

A joint stock company has a large number of advantages. It 
is the joint stock form of business organisation which makes possible 
the accumulation of capital on tremendous scale. Even ordinary 
people do not mind purchasing a few shares of a company when they 
know that they can do so wthout exposing themselves to the risk of 
unlimited liability and that if they arc dissatisfied with the functioning 
of the concern or if they are in need of money, they can easily sell off 
their shares to somebody else. It is due to the principles of limited 
liability and transferability of shares that wc have today such large 
concerns as Tata Iron and Steel Works, Suez Canal, hydro-electric 
companies and big transport systems, hloreover, a company is in a 
position to take advantage of rare skill, unusual liability and expert 
opinion, for its resources are really vast. Since a company employs 
a large number of labourers, experts and technicians, division of labour 
can be introduced to a fairly large extent. A company again, has a 
very long life because a dissatisfied sharehol^ler may go out by selling his 
shares; the concern need not dissolve if one of its members becomes 
dissatisfied or dies or becomes lunatic or goes insolvent. 

We shall now discuss the disadvantages of a joint stock company. 
Flrstlv. it is difficiult to form a company for many legal formalities have 
to he undergone. Secondly, motive to hard work is of ter weak. 
Thirdly, prompt action in business matters cannot be taken since there 
are so many persons to be consulted and to be brought to agree to 
a certain policy or action. Again, the management is indirect and 
delegated and there is likelihood of waste or inefficienc>'. Moreover, 
in a company enterprise is separated from organisation ; shareholders 
who are the entrepreneurs are not the managers of the business. This 
separation semetimes leads to a lack of identity of the interest of the 
cempanv with the interest of its management, resulting in such prac¬ 
tices as manipulation and speculation and ultimate ruin. But all these 
disath artages do not set off the important advantages of joint stodc 
companies. Indeed much of the economic, commercial and industria 
progre ss of today is the gift of the joint stock company form of business 
organisation. 

§ 4. COMBINATIONS 

In these davs of large-scale production and keen cornpetition, 
business units sometimes cembire together are! form what is called 
a ceml iration or a combine. Combines arc formed to take advantage 
of the economics of large-scale prcjduction or to put an end to the 
keen competition between ti e ccmpctitivc business units. Combina¬ 
tions tal c A'arioi?s shapes and arc known, by different ram.es like holding 
companies, syndicates, cartels and trusts. These combinations lead 
’o n oncfoly, that is, the sole power of controlling the market. 
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the willingness and the ability to offer for it some money or things or 
to undergo some exertion. 

Demand and Price 

is always made by a buyer, or would-be buyer, for 
a Certain article. The demand for a commodity is closely related to 
its price. The willingness of people to buy a thing depends, to a 
considerable extent, upon what they have to pay for it. Therefore, 
there is no such thing as demand apart from price.- Because of this 
intimate relationship between demand and price, demand is also de¬ 
fined as the quantity of a commodity which a person is willing to buy at 
a certain price^. Thus when it is said that the demand for wheat has 
increased, itmeans thatmore wheatisnow demanded at a given price. 
This definition is very widely popular amongst economist*?. 

Demand Price 

By demand price is meant the price at which a purchaser is 
willing to purchase a certain quantity of a commodity. If you are 
willing to buy five fountain pens for Rs. 2 each, your demand price is 
Rs. 2 per fountain pen. 

\Jti\e Law of De mand 

The law of diminishing utility tells us that as the stock of a 
tiling increases, its marginal utility, other things remaining the same. 



Fig. 25 . 

decreases. We also know that the price which a person is willing to 
offer for a commodity is equal toils marginal utility to him, Therefore, 
as the quantity offered for sale increases and its marginal utility decreas¬ 
es, the price which a buyer is willing to pay for its successive units goes 
down. In the words of Marshall, “The greater the amount to be 
sold, the smaller must be the price of which it is offered in order that 
it may find purchaser; or, in other words, the amount demanded increas¬ 
es with a fall in pricty and diminishes with a rise in price."* Demand 

2 Pen»on. 0/>, Cit., Part I, p. 107. 

3 J. S. Mill say* that wc must mean by the word demand, the quantity 
demanded and remember that this is not a fixed quantity, but in RCneral vario* 
•ccordinff to value. See his Principles of Political Economy, 11!. it. 4. 

4 Marshall, Principles of Economics, p. 99. 
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and price are as such indirectly related. This is called the hav) of 
Demand. Demand and price are like the two ends of a seesaw; when 
the one end goes down, the other one goes up ; and vice versa. The 
diagram given on p. 261 illustrates the point quite clearly. 

It should be clearly understood that thft law of demand is 
silent regarding the extent of change in demand as a result of a certain 
change in price. If the price changes by 10 the demand may change 
by 5% only or by 95%. The law of demand is silent on the point. 
It simply affirms that arise in price would to reduce demand and 

a fall in price would tend to increase demand. 


Penland Schedule 

/ To obtain complete knowledge of a person’s demand for any- 
Uiing at a particular place and time, we have to .ascertain how much 
of it he would be willing to purchase at each of the prices at which 

itislikelyto beoffered. A list or schedule showing the amount of the 
commodity which a person will demand at various prices may be pre¬ 
pared. Such a list or schedule is called Dfmand Schedule. A demand 
schedule may be defined as a list showing the relationship between differ- 
ent quantities of a commodity and their respective demand prices at a 
particular place and time. 

Individual and Market Demand Schedule. A Demand Schedule 
may refer to the demand of an individual or to that of a market. In 
the latter c.se, it refers to collective demand of all the individuals con¬ 
stituting the market. This is arrived at by adding the demand of all 
the individuals constituting the market. The former is known as an 
Individual Demand Schedule and the latter as Market Demand 
Schedule. 

The following is the Demand Schedule of a student for pencils 
at Allah.idad on June 1, 1956, at 8 A. M. :— 


PRICE 

6 

5 ,, 

4 

3 

2 „ 

1 .. 


Demand Schedule 

DEMAND 

4 

6 

6 

9 

12 

18 


The demand schedule agrees with the law of demand. As 
price falls, demand increases. When the price is 6 pice per pendl, 
only 3 pencils are demanded. But when the price falls to 4 pice 
per pencil, 6 pencils are demanded ; and at 1 pice per pencil, 18 pen¬ 
cils are in demand. 

Demand schedules are of great use in economics. They greatly 
aid in llic understanding of the law of demand and exhibit the elasti¬ 
city of demand very vividly. 


Demand Curve 

The demand schedule can be represented on a graph paper. 
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Such a graphic representation of a demand schedule is called the 
Demand Curve. It reports the number of units that would be bought 
at different prices. The demand schedule given above is diagramma- 
tically represented below : 





Units 

Fig. 26—Showing the Demand Curve. 

Units of pencil have been measured along OX axis and price is 
shown along OY axis. Points have been plotted by dotted lines. Bv 
joining the points, we get the demand curve drawn in thick black ink. 

§ 2. ELASTICITY OF DEMAND 

of Elasticity of Demand 

The demand for a commodity diminishes or increases accordinc 
as price increases or decreases, other things remaining the same. This 
variation in demand, in response to a variation in price, may be slow 

or rapid. The variation in demand in response to variation in trice is 
called the hlasUcity of Demand. ^ 


By the common experience of all merchants, when the prices 
of certain goods arc lowered even slightly, there is an appreciable 
increase in the quantity demanded; and when the prices of these 
commodities go up slightly, there is a marked decrease in the demand. 
In the case of other goods, like salt, the amount demanded is little 
affected by the fluctuation in price. “The elasticity (or responsiveness) 

ot demand. . is great or small according as the mount demanded 

increases much or little for a given fall in price, and diminishes 
mucli or little for a given rise in price”. {Marshall) 

Degrees of Elasticity of Demand 


The demand for 
(m) perfectly elastic, 


an article may be (i) clastic. (iV) highly elastic, 

ytv) moderately cjastic or inelastic, or (t;) per- 
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fectly inelastic. These are the five degrees of the elasticity of demand. 

(t) Elastic. There are some articles of comfort whose demand 
varies in exact proportion to the variations in price. If their price becomes 
double, the demand for them falls by half; and if their price falls by half, 
the demand for them becomes double. Demand in such cases is said 
to be elastic. The demand curve of this type is semi-horizontal or 
semi-vertical as is shown in fig. 27 (1) appearing on the next page. 

(ri) Highly Elastic. Take the case of a good silk shirting cloth, 
which is being sold at Rs. 4 per yard. If the price suddenly drops 
down to Rs. 3 per yard, you may like to purchase it for two shirts rather 
than for one only. In this case the amount demanded increases con¬ 
siderably for a small fall in price ; price falls by 25 per cent but the 
demand increases by 100%, i.e., increase in demand is more than pro¬ 
portionate to the rise in price. Similarly, if the price of the cloth rises 
l>y a small amount, the demand will fall considerably, *. e.. more than 
proportionately. IVhen the variation in demand is more than proper* 
tionate to the variation in price, the demand is said it to he highly elastic. 
The demand for articles of luxury is of this nature. The demand 
curve of this tj pe is horizontal ; it tends to be somewhat parallel to 
the base. See fig. 27 (2) on the next page. 

(m) Perfectly Elastic. Cases are imaginable in which the 
demand for an article is perfectly elastic, i.e., the demand varies con¬ 
siderably without any variation in price. The price may remain the 
same, but the demand may still increase tremendously or fall conside¬ 
rably. Such cases are only hupothctical and not real. The demand 
curve in this case would be perfectly parallel to the base line. See fig. 
27 (3) given below. 

(iV) Inelastic. Take, again, the case of salt. Salt is indispen¬ 
sable for us and our demand for it remains, more are less, the same 
irrespective of fluctuations in its price. Suppose its price today is one 
anna per seer. If tomorrow the price rises by two annas seer, our demand 
for it will probably not decrease appreciably. In other words, the fall 
in'‘^mand is less than proportionate to the rise in price. Similarly, 
the fall ia price will cause less than proportionate rise in demand. 
The demand in this case has hardly any elasticity ; it is, in fact, inelas* 
tic. When the variation in demand is less than proportionate to variation 
in price, the demand is said to be inelastic. The demand for articles 
of necessity is of this nature. The demand curve in such cases tends 
to be vertical. See fig, 27 on p. 265. 



Clastic Demanci Curve 


Elastic Demand 
Curve 


PerfeetJy Elastic 
Demand Curve 
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T t *• Perfectly Inelastic 

Inelastic Demand Curve Demand Curve 

F*8* 27. Diagrams illustrating elasticity of demand. 

(^) Psffecily Ineldsttc. The demand is said to be perfectly inelastic 
when there is absolutely no change in demand as a result of variation in 
price. The demand remains the same irrespective of the price. This is 
pe perfectly elastic demand, a purely imaginary case. This curve is per¬ 
fectly vertical—It is exactly parallel to the OY axis. See Fig. 27 (5) above. 

In the above diagrams, OX axis measures quantity of commo¬ 
dities and OY axis the price thereof. LM dotted line shows the 
change in price and MN dotted line, the change in demand as a con¬ 
sequence. The reader should observe that the greater the tendency 
towards elasticity, the more horizontal the demand curve ; and, con¬ 
versely, the greater the tendency towards inelasticity, the more vertical 
the demand curve, 

folIowing''diagram further illustrates the various degrees of 
tke eladticity of demand r— 



Fig. 28. Another diagram illustrating the various degrees of the 

elasticity of demand. ® 


easure of the Elasticity of Demand 

the elasticity of demand (e) by assuming 
one (1) as the unit of elasticity. The elasticity of demand for a com- 




266 


INTROLJUCTION TO ECONOMIC PRINCIPLES 


raodity is said to be one when demand changes proportionately with 
a change in price. Thus if price becomes double, the demand becomes 
half ; if price falls by SO per cent, the demand rises by the same 
percentage. Here the total amount spent on the article (price per 
unit X the number of units purchased) always remains the same irrespec¬ 
tive of price fluctuations. This is the case with articles of comfort. The 
elasticity of demand for such articles is expressed symbolically as e=:l. 
When elasticity of demand is equal to one, demand is said to be elastic. 

The elasticity of demand for a commodity is said to be more than 
one when the change in demand is more than proportionate to the 
change in price. Thus if price falls by 10 per cent, the demand may 
rise by 20 per cent. In this case the total amount spent on the com¬ 
modity diminishes if the price rises, and increases if the price falls. This 
is the case with articles of luxury. The elasticity of demand for such 
articles is expressed symbolically as e<.\. When the elasticity of de¬ 
mand is greater than one, the demand is said to be highly elastic. 

The elasticity of demand for a commodity is said to be less than 
one when the change in demand is less than proportionate to the change 
in price. Thus if price falls by 20 per cent, the demand may rise only 
hy 2 per cent. In this case, the total amount spent on the commodity 
increases w'hen prices ris.s, and decreases when price falls. This is the 
case with necessaries. The elasticity of demand for such articles is 
expressed symbolically as rc^l. When the elasticity of demand is less 
than one, the demand is said to be inelastic. 


The followng chart tabulates the above discussion in a brief form : 


Degree of change 
in demand 

Symbol of 
elasticity 

Articles 
falling under 
each 

1 1 

Degree of 
elasticity 

a. Proportionate 

1 


— - 1 

Articles of 
comfort 

Elasticity 

b. More than proportionate 

e>\ 

1 

Articles of 
luxury 

High elasticity 

c. Less than proportionate 

e<\ 

Articles of 
necessity 

Inelasticity 


Chart 14. Explaining Elasticity' of Demand. 

/Vn Elastic Demand Curve 

The demand for cars is elastic.® The following is the Demand 


5 The elasticity of demand for cars is fairly small for an individual. How¬ 
ever cheap cars may become, nobody will renew his car or cars more than once 
a year. But it is fairly large for the public as a whole. Every time the price 
falls, a new stratum of buyers comes up to purchase cars. 
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Schedule forbears : 


Demand Schedule {for Cars) 

No. Demanded 

1,000 
3,000 
8,000 
11,000 

The resulting ^rve (sec below) gives tl.c typical demanj curve 
for such articles. The curve tends to be horizontal. 

In this diagram, units of cars have been measured along OX 
axis and price along OY axis. Points have been plotted as shown by 


Price 

Rs. 

10,000 

8,000 

5,000 

4,000 





Fig. 29. Showing Elasticity of D.smanii for Cars, 

dotted On joining the points thus plotted, we get the demand 

curve. The reader should carefully mark the horizontal nature of the 
curve. ' 

An Inelastic Demand Curve 

Below is given the Demand Sehed jie for salt. Tiie demand 
tor salt, as said above, is inedastic. 


(Rs. 


Demand Schedule (for Salt) 

(Juantity Demanded 

per maund) (M.-mnds) 

^ lUd 

t n.) 

2 

^ 120 
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The resulting curve (Fig. 30) gives the demand curve for salt. 
The curve tends tobevertical. The reader should mark the vertical nature 
of the curve. It is to be noted that the elastic demand curve tends to 
to be horizontal, while the inelastic demand curve tends to be 
vertical. 


Conditions Governing Variations in Elasticity 



Elasticity of the demand is an extremely variable factor. The 
elasticity of demand for certain articles like fountain pens and motor 
cars is more variable than that for certain other articles like salt and 
match-boxes. Again, the elasticity of demand for the same article 

varies according to the. economic status 
of a person. For instance, the demand 
for motor cars is elastic in the case of a 
rich man and inelastic in the case of a 
poor man. The elasticity of demand for 
neckties is great for a college student but 
it is hardly any for a cultivator. Again 
the elasticity of demand for a commodity 
may be high at certain prices and moderate 
at certain other prices. 

The following are the chief general 
conditions which determine elasticity of 
demand for any commodity: 

(1) The Demand for Luxuries is 
Highly Elastic, That for Comforts Elastic and That for Necessaries, 
Inelastic. The reason for it is that cretain things, which arc essential 
to life, will be obtained at any price ; whereas articles of luxury can 
be more easily diapensed with ; while articles of comfort rank midway 
between the two. 


pL I I 

no 120 
'dcfs.o/Salt 




tw. 


Fig. 30. ShowinK 'inelasticitj 
of Demand for salt. 


The demand for necessaries is habitually inelastic. The want 
for necessaries for existence is so pressing and fixed that a man ordi¬ 
narily demands. more or less, the same quantity irrespective of changes 
in price. The demand for conventional necessaries is also of similar 
nature. On the death of an elderly member of his farr^ly a Hindu is 
expected to give feast {Terahi) irrespective of the price of the victuals. 
The demand for necessaries for efficienev is not always and everywhere 
eouallv inelastic. Where standard of living is high they become as 
insistent as neccssi-rics ; but if the standard of living is low, they lose 
their pressure and are allowed to go unsatisfied. 
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The demand for articles of luxury is highly elastic. Such arti¬ 
cles are not absolutely indispensable so that their consumption is dras¬ 
tically curtailed if prices rise. Their consumption is also capable of 
enormous extension if prices fall. As such, if their prices rise people 
begin to demand them in less than proportionate quantities and if their 
prices go down, their demand increases more than proportionately. 

^ticles of comfort fall midway between articles of neces¬ 
sity and of luxury ; and the demand for them is elastic in me sense 
prt^^*^ variation in tne demand for tiiein is proportionate to a cnange in 

(2) Influence of Variety of Uses. Gmcrally speaking, those 
tilings have the most clastic demand which arc capable of bein- put to 
many different uses. For if their prices rise, they can be withdrawn 

rom some uses. and if they tall, they may be devoted to som. new uses 
hor instance, if water, during a drought, is supplied at a very iii-M rate 
by metre, people may use it economically and scantily for batnin- and 
washing purposes. 13ut if it is supplied at a lixed annual cnarge iu 
use for every purpose is likely to be carried to tlie full satiety limit! 

(3) The Effect of Substitutes. The demand for a commoJitv 
■which has many substitutes, is more clastic than the deman 1 for i 
commodity which has no substitutes. For, in the former case, if on‘- 
"t the commodities becomes cheaper than tlie others, the latt T will 
lo^c spni£^ their consumers in favour of the former. Tne expansion 
of demand for the cheaper commodity will be correspondiivdv ‘'reater 
than if Its only source of increased demand had been tne enhimeed on 
sumption of the original buyers. Tnus coffee is a substitute for tea 

i Jfo rises appreciably and people take to tea, demand for 

coffee will fall substantially and tiiat for tea rise considerably. JI j waver 
if no substitutes are available, as is the case with salt, the demand will not 
fall considerably as a result of a rise in price, 

'I’J ^ Influence of Sensibility and Acquired Tastes and Distastes. 

depends upon sensibility; some people care 
refined flavour in their tea provided they can get it as much a; 
hey hke while others crave for a high quality but are easily satiated 
Constant use also gives rise to acquired tastes and distastes. A m i-i who 
Ijas become used to writing on line, glaaed paper will continue to dc- 

TtllV «‘m‘l-lyamm. wno doL 

not hke coffee, will not demand it howsoever low its price may go. 

(5) Influence of Price. Elasticity of demand is small at very 

medium prices. If tne price of h 
‘"8'*' anOTTHTary rise or fall in price will not affect 

t e demand for It because then it is bought by the Vicii alone woo wii 

h ly It at any price. If the price is very low, everyone can hoy wn 

wishes tobuyandanadditionalfallin price does not laake any dnv/rence 
in the amount demanded. But at medium price it is co isum J h J'tit 

nch and the upper middle class • if t ■ by tlie 

I * 4 . 11 • miauic cu^s , 30 taat it tiic price ri$oi 4 lictl • cue 

latter will give up Its consumption and tiiedemind will s.irmk. O i’ t le 

other hand, if the price falls a little, lower middle class peopla i J e/e* 
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the poor, might bepin to consume it and the demand may rise. Hence 
the elasticity is great at medium prices. 


The Case of One Class of Society. The above statement refers 
to the demand of the society as a whole. If we consider the demand of 
a class of people only, we will find that “the elasticity of demand is 
great for high prices, and great, or at least considerable, for medium 
prices; but it declines as the price falls ; and gradually fades away if the 
fall goes so far that satiety level is reached’*. When the price of a thing 
is very high relatively to any class, any considerable fall in its price 
causes an increa«e in the demand for it. \\Tien the price drops to the 
middle level, those members of the class who occupy lower financial 
position begin to make demand, while the old consumers also increase 
their demand. The demand rises though not very briskly. Further 
fall in the price makes the demand increase only half-heartedly since 
most of it has already been satisfied. At the satiety level demand 
becomes thoroughly inelastic. 




(6) proportion of Income Spent. Finally, the demand is gene¬ 
rally more elastic for commodities which take up a large proportion of 
one’s income tlian for those which only take up a smaller one, simply 
because one liardlv thinks about the very smalt items. The demand 
for salt is verv inelastic because so little is spent on it as also because 
there is no substitute for it. Similarly, the demand for sewing cotton 
is inelastic because the cost of sewing cotton is so small a part of the cost 
of making clothes that nobody warries much about it. 

§ SUPPLY 

'Meaning of Supply 


Supply is the quantity of a commodity that a seller offers for sale at 
a certain price. Wc cannot think of supply apart from pric*'. Supply 
depends upon price. High prices increase the supply and low prices 
reduce it. Hence there is no such thing as supply apart from price. 


Just as we distinguished between desire and demand, so we 
must also distinguish between stock and supply. The stock is the 
quantity of goods that could be sold ; the supply is the quantity that 
would be sold at a given price.^ If in a market at a particular day 
and at a particular time 2,000 maunds of wheat are offered for sale at 
Rs. 4 per maund, then 2,000 maunds is the supply of wheat at that 
price. But there might be a stock of 10,000 maunds of wheat at that 
time, out of which only 2,000 maunds are being offered for sale. 


Supply Price 


By supply price is meant the price at which a certain quantity 
of a commodity is offered for sale by its suppliers or sellers.® 


(> Marshal» I^incipUs of Economics^ p. 103, 

7 Penson, Op. Cii., p. 110. 

8 Supply is based on the unv^illingness of men to undergo certain dis¬ 
commodities which arc necessary for production, namely, to labour or to 
sacribce. 
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Law of Supply 

Supply varies with a'change in price. It increases with a rise in 

price and decreases with a fall in it. Thus both supply and price move 
together. This is known as the Lazo of Supply. 


j(^vv of .^ematui 



Pnee And Demand 
IndiftcUv ConntCic^ 


c/* gTtjppLv 





Fig. 31. Comparing the Laws of Demand and Supply. 

The reason for the operation of the law is that if price increases, 
even those inefficient producers whose cost of production is high find 
it profitable to put their produce on the market while the efficient ones 
increase the supply. And as the price goes on increasing, the output 
offered for sale keeps pace with it. On the other hand, if the price de- 
CTeases, some producers whose cost of production is greater than the 
price withold their supply from the market and, therefore, the supply 
decreases.^ Fig. 31 compares the laws of demand and supply ; demand 
and price move inversely while supply and price move together. 

Supply Schedule 

A Supply Schedule is a list or a record showing the relationship 
between various prices and the supply of a particular commodity in a 
particular market on a particular day and at a particular time. The 
following IS the supply schedule of a grain dealer for wheat in Muthi- 
ganj (Allahabad) on the 1st June, 1940 at 10. A. M. : 

Supply 
Mds. 

10,000 
9,000 
8,000 
6.000 
4,000 
1,600 


Price 

Rs. 

6 

5 

4 

3 

2 

1 


Mcrifices. frhe amount^prod^/ed dcpelidl^o^ thi^pricc offered "iS 

S.pp,y P„ce.-John A. Todd. 7>o/.',L/ i Jr., “'rs" 
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Thousands of Mounds. 


Fig. 32. Showing the Supply Curve. 

The supply schedule can be represented diagrammatically. Tii* 
curve tlius obt;uned is called the supply curve. Tne above supply 
curve is the diagrammatic representation of the supply schedule of 
grain given above. It is obtained by measuring maunds of wheat 
along OX axis and price along OY axis ; plotting the points as shown 
by dotted lines, and by joining the persons thus plotted. 

The reader sliould compare this curve with the demand curve 
shown on page 267 ante. 

Elasticity of Supply 

The term is not often used in Economics. But 

it is a useful concept. The supply of an article may be said to be elastic 
when the supply varies just proportionate to the variation in price. It 
may be said to he highly elastic when variation in supply is more than 
proportionate to the variation in price. * It may be called when 

the change in supply is less than proportionate to a change in price. 


Supply Curve and Laws of Returns 

The demand curve tends to fall from left-hand side to right-hand 
< side. If indicates that as the price 

' of an article increases, the demand 



for the commodity falls. This is clear 
from the adjoining diagram. This is 
because of the operation of the Law of 
Diminishing Marginal Utility ; and this 
applies to every commodity. As such, 
this is bound to be the shape of the 
demand ciir>'c of every commodity. 

But the supply curve of every cojn- 
modity does not necessarily have the 
same shape. Tlie shape of tlie supply 
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curve of an article depends upon the fact as to whether its 
production obeys the law of increasing, constant or diminish 
returns. If the production of commodity is subject to the 
law of diminishing returns (or increasing cost), the greater the 
production, the higher the cost : and the supply curve (SS') will 
go on ascending towards the right-hand side, as is clear from 
^ig. 34 given below. Contrary to this, if the production is subject to 
the law of increasing returns (or dimini- ^ 
shing cost), the cost will decline as pro- 
duction increases. The supply curve (SS’) 
will go on descending as is clear from 
F»g. 35 given below. If, however, the 
production obeys the law of constant returns 
(or constant cost), the cost will remain 
uniform whatever be the amount that is 
produced. Hence supply curve (SS’) will 

^n parallel to OX-axis. This is clear from ,, 

Fig. 36. Ut'ils 

® Fig. 34 




Unit^ 

^''g-35 Fig. 36 


INTERMEDIATE QUESTIONS 

clear idea of Elasticity of Demand, and indicate tke factor* 
which determine It. (Bo.mbay, I. Com., 1939). 

demand in the following cases : (0 neces- 
iB offisrid commodity having several uses (ro) when an article 

(Ka«chi^“co^, 19f2).“' •‘PPropri.t. illus.rations. 

1 Distinguish between elastic and inelastic demand. How do the fol- 

duT w fa^hUn “ubstitutes, and (it) Changes 

1952) ^ ^ ^ examples from everyday life. (Madhya Bharat, I. A., 

A- the Law of Demand, and indicate its relation to the nrincinle 

of diminishing utility. (Madhya Bharat, I. Com., 1952). principle 

?u relation between market and individual demand » 

mine the influence of demand on price determination. (Patna, I. A.f 195^)* 

6 . What do you mean by elasticity of demand ? DuorriKr. fk- » 

wh^ch determine the elasticity of demand for a comLd^ty tpatna. ?. a” 

.hu i!.„ «c»p-n, 

18 
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8. Examine the factors which bring about a change in demand inde> 
cndentJy of a change in price. (Patna, I. Com., 1952). 

9. State and explain the law of demand. Has the law any limitations ? 
(Patna, 1. Corn.. 1953). 

10. What do you mean by Elasticity of Demand ? State the conditions 
on which the elasticity of demand for a commodity depends. (Patna, I. Com. 

11. Draw the demand curve, and explain the truth it is intended to illus¬ 
trate. (Punjab, Inter., 1951). 

12. Explain the elasticity of demand. (Punjab Inter., 1950). 

13. When and whv is demand (o) elastic and (i) inelastic ? Does supply 
also show’ elasticity ? (Punjab, Inter., 1949). 

14. Explain elasticity of demand, and state whether coal, tea, salt and 
diamonds have elastic demand. (Raj., I. Com., 1952). 

15. What is meant by “ Elasticity of Demand ? Explain why the de¬ 
mand for luxuries is usually elastic, while the demand for necessariea is inelastic 
(Raj., I. Com., 1952). 


CHAPTER 39 

GENERAL THEORY OF VALUE 


^ economist if he trusts to his common sense 

and practical instincts, than if he professes to study the theory of v.ilu and is 
resolved to find it easy.—.Uir W/. ^ 


A very important part of Economics is the study of the way in 
which value or price, is determined. How is it that a commodity sells 
for a particular price, neither for more, nor for loss ? How does the 
adjustment between the demand and supply take place ? All such 
problems relate themselves to the theory of value. 


§ 1 . GENERAL THEORY OP VALUE 

The theory of value (or price) is in fact, the pivot on which the 
Science of Economics rests. Economics studies human activities in 
relation to wealth, and wealth consists of those articles which possess 
value ; so the theory of value is of prime importance to Economics. 

The theory of value seeks to explain the following things : 

1. Why does the purchaser pay a price for an article ? 

2. Why docs the seller demand a price for his commodity ? 

3. How is price determined ? 

We shall deal with each of these points one by one. 

Why is Price Paid ? 


's prepared to pay a price for a commodity because 

And the more urgent is the want it 
satisfies, the higher is the price he is prepared to pay for it. If you 

hungry you may offer Rs. 10 or even Rs. 100 for a 
I^5^ead rather than go without it. But after your hunger is ap- 

P>'‘^sent want reduced to minimum, 
Itfollows. therefore, that the price 
K * topayfor the first unit ofacommodity is consi- 
tZt. >t satisfies his want at its most intense stage For 

that htr-is^repared to pay goes on 
fat^ P^^-chascs.apoint wifl/sooneror 

V'^'^^y.^hathc has to pay for the next unit of a 

ShiTpofr^l VhTn ^ stops his purchases at 

it nr Sinre «Ii7k measures the marginal 

mum pn« U.at he can pay : he may pay less, b?, not ^re than ,1™? 

Why 16 Price Charged ? 

A seller charges a price for a commodity because he incurs 
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certain expenses in producing or acquiring it. He will not obviously 
sell the commodity at a price less than the expenses of production. It 
is the minimum price he will ordinarily accept ; he may charge nothing 
in addition to it» but he will not ordinarily be satisfied with anything 
less than that. 


Fixation of Price 


Thus we see that the buyer has a maximum, which is determined 
by the marginal utility of the commodity. He is not prepared to pay 
a higher price than this ; and of course tries to pay as less as possible. 
As against this, the seller has a minimum, which is determined by 
expenses of production. He is not prepared to accept a lower price 
than this, and he tries to charge as high a price as possible. The actual 
price is fixed somewhere in between these minimum and maximum 
limits according to the relative influence of demand and supply. Where 
the buyer gets an upper hand, cither because his demand is not urgent 
or because he is comparatively skilful in bargaining, the price tends 
to be equal to expenses of production. But where the seller gets an 
upper hand, cither because his desire to sell the goods is not urgent or 
because he is comparatively skilful in bargaining, the price tends to be 
equal to marginal utility. The actual price at which business is done 
is thus determined by the forces of demand and supply and is the one 
at which the demand is equal to the supply. This is fully illustrated in 
the following pages. This adjustment of demand and supply is known 
as equilibrium and the price is known as equilibrium price. 

The above is the tlieory of value. It may be summed up as 
below : Value is determined in between the marginal utility and expenses 
of production according to the relative forces of demand and supply and is 
the one at which the supply of the commodity is equal to the demand 
therefor. In the short period, dem.md plays a more important role ; 
and in the long period, supply plays a more important part in the deter¬ 
mination of price, as will be explained later. 

§ 2. MARSHALL’S TECHNIQUE OF PRICE ANALYSIS 

The technique adopted by Marshall for explaining the fixation 
of price is known as Demand-Supply Technique. For, according to 
him, value is determined at a point at which demand is equal to 


supply. , , , . - 

IIS Mathematical Form. -According to this technique the 
_____demand schedule and 

supply schedule are enter- 
Pricc Demand Supply gj in the same table ; 

(Rs.) (units of article) .(units o then the price at 

I _which the amount de- 

--- manded is equal to the 

amount offered for sale, 

2 is located. The price at 

3 which demand is equal to 

4 ____supply, will be the price 

that would prevail in the market, i.e., transactions would take place 
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at the price. In the adjoining table, demand equals supply when the 
Price is Rs. 3perunit. Itmeans that the price that wouldbe ultimately 
fixed would be Rs. 3 per unit. 

Its Diagrammatic Representation. This technique can be 
explained with the help of a diagram as well. We may first draw 
demand and supply curves on a graph paper ; and then locate the 
point at which these curves intersect each other. Price will be fixed at 
that point. 

Demand and supply curves in the adjoining diagram have been 
drawn up on the basis of the table given 
above. Units of the commodity in ques¬ 
tion are measured along OX-axis, and price 
along OY-axis. The two curves are then 
drawn—DD* is the demand curve and SS’ 
is the supply curve. They intersect each 
other at the point P. Therefore, PM price 
would be fixed; and at this price, the quantity 
demanded and sold would be PN. 

UNITJ Of AATICltS 

Fig. 37. Showing fixation of 

\ price. 

« 

§ 3. REAL AND MONEY COST OP PRODUCTION 

In the present discussion, we shall have to make frequent use 
of the terms real cost and money cost or expenses of production. It is, 
therefore, necessary to distinguish between these two terms. 

Real Cost. Production involves efforts and sacrifices. The 
efforts and sacrifices involved in producing a commodity constitute 
its Real Cost of Production. Marshall says : “The exertion of all 
the different kinds of labour that are directly or indirectly involved 
in making in, together with the abstinence or rather tlic waiting required 
for saving the capital used in making it—all these efforts and sacrifices 
together W’ill be called the real cost of production of the commodity”'. 

Money Cost or Cost. Efforts and sacrifices, however, cannot 
be easily measured in themselves. But they can be measured in terms 
of money for which they arc purchased. The amount of money spent 
in producing a commodity is called its Money Cost of Production or 
Cost Price or Cost or Expenses of Production, In tlic words of Marshall, 
“the sums of money that have to be paid for these efforts and sacri¬ 
fices will be called either its money cost of production, or for shortness, 
its expenses of production ; they are the prices which have to be paid 
in order to call forth an adequate supply of the efforts and waitings that 
are required for making it. or, in other words, they are its supply 
price”*. Cost usually refers to money cost. 

1 Marshall, Principles of Economics, pp. 338-339. 

2 Ibid., page 339. In many text books, cost of production is used for 

.. money cost. Marahall let fall a hint of caution on this point. 

Mill and some other economists," he says, " have followed the practice of 
ordinary life in using the term, “ cost of production in two senses, somctimea 
to signify the difficulty of producing a thing and sometimes to express the ogt- 
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INTERMEDIATE QUESTIONS 

1. What is the relati n between cost of pr duction and value ? (B 
bay. I.’a., 1939). 

2. How far can we say that cost determines price ? (Bombay, 1. Com., 
lQ4Qi. 

3. What a/e the forces and factors that determine price ? How are 
prices related to'the cost of production ? (Poona, I Com., 1950). 

4 “ Value is determined by the general relations of demand and supply.” 

Explain and illustrate. (Utka), I. Com., 1951). 

6. “Price is determined by demand and supply.” Explain this state¬ 
ment (U. P., I. Com., 1955). 

t'. What do you understand by the value and place of a commodity ? 
How is this value determined ? tU. P., I. Com., 1952). 

7. Give the definition demand and price. Explain wheth'r price is 
he ' nl^■ factor c.auses fluctuations in demand. (Sagar. i. A., 1953’. 


lay ■ f money that has to be incurred in order to induce people to o^ ercome this 
difficulty and produce it. But by passing from one use of the term to the other 
without giving explicit warning they have led to many misunderstandings and 
much barren controversy.”—Marshall, Economics of Industry, p. 195 n. 
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THEORY OF VALUE UNDER PERFECT COMPETITION 

In perfect co.npetitioa-there is no advertising of a competitive nature 

for when each hrm has a perfectly elastic sales curve it can sell all it wants at 
the market price and advertising will do it no good .—Kennetn E. Boutding. 

VVe have already explained the three degrees of competition, 
viz, perfect competition, zero competition and imperfect competi¬ 
tion ; and corresponding to them, three kinds of markets, viz.^ perfect 
market, monopoly market and imperfect market. Value is determined 
in a separate way in each state of competition and eaca type of market. 
In other words, there is a separate theory of value under perfect com¬ 
petition, a different theory of value applicable to conditions of mono¬ 
poly, and quite another theory that applies to imperfect competition. 
In this chapter we will discuss tne theory of value applicable to perfect 
competition. 

§ 1. TIME ELEMENT IN A PERFECT MARKET 


Marshall stated that in considering perfect competition, we 
should always pay attention to the time that is taken by the price to 
get fixed. He said that the application of tne general tneory of value 
varies according to the time involved in tne deCermination of price. 
From this point of view, we should distinguish between short period 
and long period, as under : 

(1) Short Period or Market Price. It is the price determined 

m short period. Short period is the period in which the supply of a 

commodity cannot be fully adjusted to the demand for it. Tne actual 

period which may be called short, depends upon the nature of each 
commodity. 

(2) Long Period or Normal Price. It is the price determined in 
longperiod. Long pertodis the period in which the supply of a commodity 
can be adjwted to the demand for it. The actual period which may 
be called long, depends upon the nature of each commodity. 

Price in short and long periods is determined by the relative 

forces of dernand and supply in,Aorf period, demand plays a deci¬ 
sive part whtU tn long period supply is the decisive factor. 

§ 2. SHORT PERIOD OR MARKET PRICE 

mined'^n ^ Commodity is deter- 

Equilibrium in Short Period 

We take the example of a wheat market. Let us asmme for 
he sake of simplicity, that all the wheat in the market is of the same 
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quality. The quantity which each seller would be willing to sell at any 
particular price will depend upon his own need for money and by his 
estimate of the future and present conditions of the wheat markets. 
There are some prices which no seller would accept ;some which no one 
would refuse. There are other intermediate prices which W'ill be 
be acceptable to some and not to others. At some prices, some would 
offeraparticularquantityfor sale butmay offer more if price goes up. 
Let us suppose that when the price of wheat is Rs. 2 per maund, 
500 maunds are offered for sale. If price rises to Rs. 2-8-0 per 
maund, another 200 maunds will be offered ; while the holders of 
another 200 maunds would be tempted to sell only at Rs. 3 per maund. 

Again, let us suppose that if the price is Rs. 3 per maund, only / 
600 maunds would be purchased ; if it is Rs. 2-8-0 per maund, 
another 100 maunds will be purchased ; and that at Rs. 2 per maund 
yet another 250 maunds will be bought. 

These facts may be put in a table in the following way :— 


At the price 

1 

i 

\ Holders will be , 

willing to sell 
Manuds 

1 

Buyers will be willing 
to purchase 
Maunds 

Rs. as. p. 



3 0 0 

900 

600 

2 8 0 

700 

700 

2 0 0 

500 

950 


Now, suppose the price at any particular time is below Rs. 
2-8-0 per maund. At this price even those sellers who would sell 
at that price rather than leave the market, would argue that at that 
price the demand would be more than the supply ; so they will wait 
and by waiting help to bring the price up. 

If the price rises above Rs. 2-8-0 per maund, buyers will argue 
that tlic supply will be much greater than the demand at that price ; 
therefore, even those of them who would rather pay that price than go 
unserved, wait ; and by waiting help to bring the price down. 

So the price will be tossed hither and thither like a shuttlecock, 
as one side or the other gets the better in the “higgling and bargaining’^ 
of the market.* But ultimately business tvill be done at Rs. 2-8-0 per 
maund, at which price the demand and supply are equal for, as we have 
seen, business cannot be done cither at a higher or a lower price than 
that. 


3 Marshall, Ecotsomics of Industry. 
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In order to represent the above facts graphically, let us take 

OX for representing quantity of 
the commodity and OY for price. 
By plotting the points with the 
help of the given figures, demand 
curve DD’ is drawn and the supply 
curve SS’ constructed. They cut 
at P. Therefore, P is the price at 
which transactions take place. At 
PQ price, OQ quantity of the 
commodity is demanded and sup- 
plied. 

We conclude, therefore, that 
“in any market at any time the 
price will be so adjusted, through 
the competition of buyers anch 
sellers, that the quantity de¬ 
manded will be equal to the 
quantity offered at that price. 
This is called the “temporary 

equilibrium price’* (Marshall) or the “equation price” (Mill). 
Relative Strength of Demand and Supply in Market Price 

Price, as we know, is determined by the relative strength of 
demand and supply somewhere beuveen the marginal utility and 
cost of production. But the question is ; Which of these two 
forces exerts a more decisive influence in the determination of piece 
in short period ? 

In short period the supply is fixed. For instance, on a parti¬ 
cular day at a particular time the supply of fish in the fish market is 
fixed, and cannot change in response to change in price. But there is 
BO such fixity with regard to the demand for fish: demand may increase 
or decrease. In the determination of the market price, the supply is 
a fixed and given factor; it is the variations in demand which determine 
price. If demand rises, the price shoots up ; while if the demand de¬ 
creases, the price falls. 

§ 3. LONG PERIOD OR NORMAL PRICE 

We shall next discuss the determination of price in the long 
period. A long period is the period in which the supply of a commo¬ 
dity can be varied. The price ruling in the long period is called Long 
Period or Normal Price, 

Normal Price 

The market price of a commodity may vary from day to day 
and from time to time, but if we analyse such market fluctuations 



4 Nicholson, BUments of Political Economy, p. 225. 
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over a fairly long period, we will find a more or less constant price 
above and below which the market price tends to fluctuate. The price 
level to which the market tends to return repeatedly is the price pre¬ 
vailing in the long period and is called Long-Period or Normal Price.^ 
As the normal price approximates cost price, it is also sometimes de¬ 
fined as the price tohich corresponds to the cost of production,^ 

Determination of Normal Price 

The normal price of a commodity is determined by the forces 
of demand and supply, as is the case in the short period. But 
\\irt Ike cost of production plays the decisive role. For, if the normal 
price remains above its cost of production, profits will accrue ; 
consequently production will increase, new producers will be attract¬ 
ed to industry while old producers will be impelled to increase 
their volume of production. The supply having thus increased, the 
price will fall. On tJie other hand, if the normal price is lower than 
the cost of production, reverse conditions wdll occur : losses will begian 
to appear and production will be curtailed—some producers will with¬ 
draw and others will work for shorter period. These conditions will 
rv suit in the reduction of the supply and so cause price to rise again. 
Thus for a given output, normal price, must be equal to the expenses 
of production in the long period.’ It is apparent, therefore, that in 
lids case (normal) price tends to approximate the expenses of produc¬ 
tion. 


As tlie cost of production is the determining factor of normal 
puce, tile Utter would vary according as the former changes. The 
change in tiic cost of production depends upon the laws of return. 

Normal Value and Laws of Returns 

(1) If the article in, question is produced under the lato of 
diminishing returns or increasing cost, the cost of production would in¬ 
crease if me demand increases and fall if the demand decreases. The 
normal price would fluctuate likewise. 


? ‘ Market prices, that is, the prices at which goods are actually sold 
from day to day, are variable and irregular in their operation. But behind most 
niarket prices are normal prices, which are much less subject to Changes. This 
is because the conditions of production are more stable than the market condi¬ 
tions under which goods are bought and sold, and serve constantly to recall 
prices from the more or less violent fluctuations of the market.”—Seager, Prm- 
iiples of f.'conomics, p. 12n. ’ 

f’ Also see Moreland, An Introduction to Economics, pp. 208-9. 

7 The expenses of production of different firms differ. It may be asked, 
therefore, which is the firm whose cost of production we arc referring to above, 
It IS average or the ” representative firm.” Sec Marshall, Principles of Econo- 
micL pp. 342-34.1. Also Pigou, Economics of Welfare. Some writers of text¬ 
books state that it is the marginal firm whose cost determines normal price. 
But this IS wrong. 
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In the adjoining figure DD' is the demand curve and SS' ia 

the supply curve of a commodity 
produced under the law of dimi¬ 
nishing returns or increasing cost. 
The supply curve goes on rising, 
which shows that the increasing 
supplies will be forthcoming only 
at rising prices. 

o' These two curves meet at P. 

' Hence PQ would be the normal 
^ price. Now if demand increases 
due to any cause, it would assume 
y the position of the D^Dcurve. This 
curve cuts the SS’ curve at Pj. So 
Fig. 38 the price w’ould now increase: it 

svould become PiQj. Conversely, if the demand falls, the demand 
curve may assume the position of DjD'g. This meets SS at i\. So 
the price corners down to P,Q,. 

7 we see that // the article in question is produced under the 
Itito of diminishing returns or increasing cost, the normal price would rise if 
ilcfnatid tftCT€QS€s Qtid would full if demund decreases, 

• • in question is produced under the law of 

increasing returns or diminishing cost, the cost of production would 
decease if the demand increases and increase if the demand decreases. 

1 he normal price would fluctuate likewise. 

In the adjoining figure DD' is the demand curve; and SS' 

I the supply curve of an article pro- 
V duced under the law of increasing 

V returns or diminishing cost—the sup- 

I \ ply curve shows a descent, thus indi- 

\ \ eating fall in cost as supply in- 

creases. The two curves meet at P, 
\ \ \ so that PQ is the normal price. 

Now let the demand increase. It 
now assumes the position of the DjD^' 
•XsXvcurve. This meets the supply curve 
I ' Fi : so that Pj(ji will be the normal 

J price. The price tlms decreases as a 

I result of an increase in demand. 

--—L- —Again if the demand falls, the dc- 

Q, S mand curve will take the position of 

Fig, 39 the D^D'g curve. This meets the 

supply curve at P, ; so that P^Qg 'viH be the normal price. Tlie 
price thus increases as a result of a fall in demand. 

Thus w’C find that if the article in questi on is produced under the 
law of increasing returns or diminishing cost, the normal price ‘.jmld f(tll 
if demand increases and rise if dcmau l falls. 
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(3) If tlic article in question is produced under the law of 
constant returns or fixed cost, the cost would remain the same irres¬ 
pective of an increase or decrease of price. The normal price would 
also remain fixed. 


Thus we observe that if the article in question is produced under 
the lato of constant returns or cost, the normal price remains the same 
irrespective of a rise or fall in demand. 

In the adjoining figure, DD' is the demand curve and SS' is the 
supply curve of a commodity produced under the law of constant 



returns or cost. The supply 
curve is parallel to OX axis, 
which shows that any quantity 
can be supplied at the same 
cost. 


The demand curve DD' cuts 
the SS' at P so that PQ is tlic 
• price. Now DjD'i shows an 
increase in demand which 
meets the supply curve at Pj; 
at PjQt is the resulting price. 
But PfQi is equal to PQ 
Then again DD' shows a 
decrease in demand but there 
the resulting price, D,Qj is 
equal to PQ. 


Articles Having No, or Little Cost of Production 

The statement that the value of a commodity is normally equal 
to its cost of production, sometimes misleads students to suppose 
iliat since it is the cost of production of a commodity which gives 
it its value, if there were no cost of production, there would be no 
value. Cost of production, it should be borne in mind, represents 
only the supply side of the equation of exchange, and docs not 
concern itself with its demand side. But price i determined both by 
demand and supply. As such, the above statement is not quite 
correct. 


An article may have little or no cost of production but may be 
extremely valuable. Suppose you sec a diamond lying in a desert 
you arc crossing. You lift it up. Its value is immense though its 
cost of production is nvgligible. You had simply to bend yourself and 
pick it up. Why ? Because the demand for diamonds is far greater 
than their supply. 


Again, an article may have high cost of production but little 
value. If somebody takes into his head to construct a house in a 
desert, it will be a very costly project, indded. But since few will 
like to live in the midst of a desert, its value will be very little. Its 
cost is great but the demand for it is so small that its value is very low. 
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Price, it should be remembered, is the function of both, the 
demand and the supply. 

Market and Normal Price 

The difference between market price and normal price is pro¬ 
bably clear by this time. Market price is the price ruling at any par¬ 
ticular time ; normal price is the price which rules in the long period. 
Normal price equals cost price : market price tends to be equal to the 
normal price and therefore cost price. 

§ 4. RELATIONSHIP BETWEEN MARKET PRICE, NORMAL 

PRICE AND COST 

From tl»c above discussion it is plain that there is a very close 
relationship between market price, cost and normal price. Normal 

price is equal to the cost or money cost of production. And market 

price fluctuates round normal price; it may vary from time to time 
but it cannot remain far away from the normal price for any consider¬ 
able period. If it remains higher than normal price for long, unusual 
profits will begin to appear, production will increase in consequence 
and demand remainingthc same, the market price will tend to fall. This 
movement will stop only when tlie market price comes close to the 
normal price and unusual profits cease to occur. Similar reasoning 
will show that the market price cannot remain below normal price for 
long. For if this happens, unusual losses will begin to appear, pro¬ 
duction will shrink in consequence and demand remaining the same, 
market price will tend to rise. This upward movement will stop only 
when the market price comes close to the normal price and unusual 
losses cease to occur. Thus the market price cannot diverge violently 
from the normal price for long; it simply fluctuates just above and below 
the normal price and shortly returns towards it. 








Z'' 
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Fig. 41. Showing the relationship between market price, 

normal price and coat price. 

Normal price, then, equals cost price ; and market price fluctuates 
around the normal or costprice, always showing tendency to equate the 
latter. The above diagram illustrates this point. 

§ 5. INFLUENCE OP UTILITY AND COST ON PRICE 

It is sometimes asked whether cost or utility governs price 
Asa matter of fact, both determine price, in the short and long periods 

alike. Intheshortpcnod, however,supplyisfixcdand demand varies • 

therefore demand (or marginal utility) exerts a more decisive influence 
In short period, then, the price is determined by demand m relation to 
supply, or marginal utility in relation to cost. In tlic long period cost 
18 of supreme importance as shown above and exerts a more decisive 
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induence. Hence normal price is determined by supply in relation to 
demand or cost in relation to utility. 

In connection with this controversy, Marshall very aptly ob¬ 
serves : “We might as reasonably dispute whether it is the upper or 
the under blade of a pair of scissors that cuts a piece of paper, as whe¬ 
ther value is governed by utility or cost of production. It is true that 
when one blade is held still, and the cutting is effected by moving the 
other, we may say with careless brevity that the cutting is done by the 
second ; but the statement is not strictly accurate. In the same way, 
in short period, if a person chooses to take the stock for granted and 
says that the price is governed by demand, his brevity may perhaps 
be excused so long as be does not claim strict accuracy. In the long 
period similarly if a person takes if for granted that there will anyhow 
be enough demand for the commodity, he may be excused for ignoring 
the influence of demand, and speaking of (normal) price as governed by 
cost of production provided only he does not claim scientific accuracy. 
Thus we may conclude that, as a general rule, the shorter the period 
which we are considering, the greater must be the share of our attention 
which is given to the influence of demand on value ; and the longer the 
period the more important will be the influence of cost on value.*’* 

INTERMEDIATE QUESTIONS 

1. How far is speculation beneficial in modern economic organisation ? 
What are its abuses ? (Andhra, 1. Com., 1944). 

2 Outline the theory of value for goods produced and sold under c<to- 
petitive conditions, taking into account all the factors involved. (Bombay, 
J. A., 1940). 

3 What is the relation between cost of production and value ? (Bom¬ 
bay, I. A., 1939). 

4. Discuss the relative merits and demerits of competition and mono¬ 
poly. (Bombay, I. A., 1939). 

5. How far can we say that cost determines price ? (Bombay, I. Com., 
1949)!' 

6. Write a note on " Utility and Value.” (Bombay, 1. Com., 1949). 

7. Explain, with examples, how value is determined in the abort period 
and in the long period. (Bombay, I. Com., 1948). 

8. Explain with the help of a diagram the relation between price, utility 
and cost of production under free competition. (M. B., I. A., 1953). 

9. How is the value of a commodity determined in a market in which 
free competition prevails ? Use a diagram to illustrate your answer. (M. B., 
1. A., 1952). 

10. Distinpuieh between Market Price and Normal Price, and show 
how ihe price of a commodity is determined in the long period in a competitive 
market. (M. B., I. Com., 1953). 

11. Distinguish between Normal Price and Market Price. How are they 
determined ? (Osmania I. A., 1952). 

12. Distinguish between market value and normal value. Show how 
niMrket value is determined. (Osmania, I Co., 1952). 

13. Wbat is the relation between market and individual demand ? Exa- 
nune the influence of demand on price determination. (Patna, I. A., 1952). 


8 Marshall ..Principles of Economics, pp. 348-350. 
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CHAPTER 41 

THEORY OF VALUE UNDER R^ONOPOLY 

When any seller’s output constitutes a substantial part of the whole there 
is scope for Tarious sorts of monopolistic action.—^. C. Pigou. 

We have discussed above the determination of value under 
perfect competition. Now we will study as to how value is deter¬ 
mined under monopoly. 


§ OF MONOPOLY 

When there isWly one seller in the market, such a condition 
is denoted by the term ‘monopoly*. Monopolist has full control 
over the market. He can sell his commodity at any price he likes. 
He alone has the control on price ; hence he is called monopolist. A 
monopolist can certainlyfix the price atwhichhewillsellhis commodity; 
but he cannot at the same time determine the amount of commodity 
that purchasers will buy. In fact, if he charges a high price, the demand 
forhiscommoditywillbclcssandifhe charges alow price, thedemand 
for his commodity will be great. The price is certainly under tlie^ll 
control of the monopolist ; but demand is not under his control. De¬ 
mand is determined by purchasers. 


I 


In practical life \vc do not come across any case when a seller has 
100% control on supply. The Brazilian Coffee Association controls 
only 90 % of the coffee produced in the world. J. P. Coats & Sons 
control only 90% of the sewing cotton produced in the world. Com- 
plete monopoly is a very rare occurrrence* 

Kinds of Monopoly 


There are different kinds of monopoly : (i) Natural Monopoly. 1 
If the supply of a commodity is localized in a single place, then 
natural monopoly emerges. For instance, Pakistan has mono¬ 
poly of raw jute ; and India has monopoly of manganese, (ii) 
Legal Monopoly. Sometimes a monopoly is a result of law. For 
instance the right of note issue has been given by law to the Reserve 
Bank of India only, (iii) Public Monopoly. Sometimes a monopoly 
is created because it is in public interest. Monopoly of public utility 
enterprises like railways and telephones is given to single companies so , 
tliat several companies should not lay down railway lines or fix poles on { 
roads, which would be very greatly inconvenient to the general public. j 
{tv) Trade Monopoly. Sometimes a businessman establishes a mono¬ 
poly by liquidating his competitors. This is tlic monopoly of ordinary 


type. 

Value under Monopoly 

The monopolist wants to make maximum profit. Hence he 
fixes the price of his commodity in such a way that he might realise 
maximum profit. He knows that if he keeps the price too high, his 
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sales will be less ; and if he keeps the price at a lower level his sales will 
be more. He will decide in favour of that alternative which will bring 
him largest profit. Which particular stage will yield maximum profit 
cannot be predicted and is not fixed. It depends upon th« nature of the 
nature of the commodity. If the article is of daily use, like salt, the 
buyers will have to purchase iteven if its price is high, and the mono¬ 
polist will earn huge profits by keeping the price Jiigh. But if the 
commodity is one of luxury, like motor cars, the monopolist can earn 
maximum profit by keeping the price at a low level. 

Illustration. We can make this point clear by taking an illus¬ 
tration. Suppose the price, demand and cost of a new book which a 
publisher intends publishing is likely to be as follows : 


Price 

Demand 

Cost 

cr book) 


(per b(jok) 

Rs. 


Rs. 

10 

1,000 

9 

8-8 

2,000 

7 

6 

3,000 

5 

3 

4,000 

3 

2-8 

5,000 

2 

2 

8,000 

1-8 


In order to determine the price at w’hich he should sell his 
book, he should estimate profit per book at every price. If wc 
deduct cost from price, we will get profit per book. If 1,000 copies 
arc printed and they can be sold for Rs. 10 each, while tlie cost per 
book is Rs. 9 only, then a profit of Rs. 1 per book will be earned. As, 
1,000 copies will be sold, tl)C publisher will earn Rs. 1,000. Similarly, 
profit at other possible prices will be as given in the table below : 


Price 

(Per book) 

Ib>. 

Demand 

Cost (per 
book) 
Rs. 

Profit 
(per book) 
Rs. 

Total 

Profit 

Rs. 

10 

1,00 

9 

1 

1,000 

8-8 

2,000 

7 

1-8 

3,000 

6 

3,000 

5 

1 

3,000 

3 

4,000 

3 

0 


2-8 

5,000 

2 

0-8 

2,500 

2 

8,000 j 

1-8 

0-8 

4,000 


From the above table it is clear that if the publisher prints 
8,000 copies and sells them at the rate of Rs, 2 per copy, he will earn 
maximum profit. Hence he will fix the price of the book at Rs. 2 per 
copy. 

19 
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It should be clear from above that in order to earn maximum 
profit, it is not necessary that the seller should sell his commodity 
at the highest available price, or in the largest possible quantity. He 
should fix the price at a level which can give him maximum profit. 

Value under Monopoly and Perfect Competition 

What is the difference between the determination of value under 
monopoly and that under perfect competition? Under perfect com¬ 
petition, price is fixed at a point at which demand for the commodity 
is equal to its supply. In the above table, the price of the book will be 
Rs. 3 under perfect competition because at this point the demand for 
the book is for 3,000 copies which is also its supply. It is worth re¬ 
membering that at this point, profit per book is zero and so the total 
profit is also zero. As against this, under monopoly value is deter¬ 
mined at such a point when the total profit is maximum. Under 
monopoly, value is more than cost. 

INTERMEDIATE QUESTIONS 

1. Discuss the relative merits and demerits of competition and mono¬ 
poly. (Bombay, I. A., 1939). 

2. (fl) Compare value under monopoly and value under competition, 
(&) Under what circumstances is monopoly desirable ? (Bombay, I. Com., 
1939) 

3. What is monopoly ? Give examples to prove its harmful effects 
on the economic life of the people. (Osmania, I. A., 1951). 

4. What is monopoly ? What are the advantages and drawbacks of 
monopoly i (Patna, I. A., 1950). 

5. What is the relation between cost of production and value under com¬ 
petitive and monopoly conditions ? (Patna, 1. A., 1947). 


CHAPTER 42 

IHEORY OF VALUE UNDER IMPERFECT COMPETITION 

We have already stated that the concept of Imperfect Com¬ 
petition was introduced in Economics in the year 1932 by Mrs Joan 
Robinson and Professor Cl.ambcrlin. We will explain it below, and 
also the manner in winch price is fixed in an imperfect market. 

§ 1. CONCEPT OP IMPERFECT COMPETITION 


We have already explained that imperfect competition 
because of the following reasons : 


can arise 


(а) Absence of free competition between buyers and sellers 
because of temperament, friendship, lethargy or any other reason, 

(б) Limited number of buyers and sellers in the market, 

(c) Ignorance of price being charged by different sellers. 

pc result of these conditions is (a) that the same commodity 
18 sold at different prices in the same market; (A) that every seller 

*cquircs somecontrolonprice,i. e. hecan increase the price slightly 

Without losing customers ; and (c) that the more the quantity of the 

for instance, he can 

sell 100 caps forRs. 1-8-0 each, tlie price might fall down to Rs. 1-4-0 
each if he increases the supply to ISO caps. 

§ 2. DETERMINATION OP PRICE UNDER IMPERFECT COMPETITION 

We will now discuss how price is determined under Imper- 
«ct Competition, on the basis of the theory given by Mrs. Joan 
Robinson. 


In order to decide whether he should sell one more unit of a 
commodity or not, a seller has to consider two things : 

(a) What will be the addition to the total cost if he produces 

Robinion^ ^ ^ “Marginal Cost” by Mrs. 


(b) What will be the addition to the total sale proceeds (i. e. 

revenue) by selling one more unit ? This has been called “Marginal 
Revenue” by Mrs. Robinson. ^ 

So long as Marginal Revenue is in excess of Marginal Cost, 
It will pay the seller to sell the marginal unit. His profit will 
increase by the excess of Marginal Retenuc over Margfnal C^s 
Suppose if addition made to total revenue by selling one more unit is 
equal to Rs. 10 and the addition made to total cost by acquiring one 
more unit IS Rs. 6. then he will make an additional profit ol Rs. f by 
filing this extra unit. He will go on selling morc^ units so long as 
Marginal Revenue IS more than Marginal Cost. Rut in course of tLc 
a point vmII be reached where Marginal Revenue equals Marginal Cost.' 
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He will stop his operations at this point ; because after this, Marginal 
Revenue would be less than Marginal Cost and he would incur loss. 

It is clear from this that under imperfect competition, the seller 
would produce and sell that amount of output at which Marginal 
Revenue is equal to Marginal Cost. He will earn maximum protit by 
selling this quantity. 

The price at which he would sell this quantity would be the 
price at which it can be purchased by purchasers in accordance with 
their demand schedule or curve. 

In conclusion, the seller w’ould, under imperfect competition, 
sell that amount of output at which Marginal Revenue equals Mar¬ 
ginal Cost and he would sell it at the price obtainable in tne market 
in accordance with market demand. This would give him maximum 

profit. 

§ 3. PRICE CONTROL AND RATIONING 

Price Control 

We have discussed above the determination of value under per¬ 
fect competition, imperfect competition and monopoly. In alt these 
cases, value is determined by the forces of demand and supply. Some¬ 
times the conditions present in a country are so abnormal that the deter¬ 
mination of prices cannot be left to these two forces. A period of war 
is an example. In war time, plenty of goods is sent to the various thea¬ 
tres of war ; and besides several factories and fields are destroyed. 
Hence goods for civilian consumption are scarce, that is, their supply is 
less than the demand for them. Consequently prices begin to rise. 
When prices rise beyond a certain extent, the public is hard hit. In 
particular, the salaried class getting fixed income finds at such a 
time that its purchasing power shrinks with every rise in prices. 
Hence the Government fixes prices of various commodities by law. 
The fixation of prices by Government is known as Price Control \ and 
the prices thus fixed are called Controlled Prices. No businessman can 
sell at prices higher than controlled prices. Such a conduct will be 

illegal. 

When price controHs enforced and goods arc sold in the market 
at controlled prices, the market is called Fair Market. But if the 
supply of a commodity is very short, businessmen are tempted to rea¬ 
lise more than controlled prices from their customers ; and the buyers 
who are really needy have to pay such high prices. When a commo¬ 
dity is sold in a market at prices higher than the controlled price, such 

a market is called Black Market. The existence of a black market 
often indicates that government administration is incapable of control¬ 
ling powerful economic forces. 

Rationing 

When scarcity is acute and price control is found inadequate 
to keep down prices, the Government enforces rationing of articles. 
By tarioning is meant the fixation of the quantity of an article that an 
individual can purchase during a given time (say, a week, a fortnight 
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or a month). He cannot purchase an article in a larger quantity. Ration¬ 
ing causes a little privation to everybody. But in its absence, the 
buyers will be able to secure the article only at very high prices. This 
will cause tremendous hardship particularly to members of middle and 
poor classes. It will lead to reduced consumption, a fall in the standard 
of living and ultimately a reduction in productive efficiency. 

§ 4. SPECULATION 

Speculation is a special form of trading which aims at deriving 

f profits from differences in prices ruling at different times. A specu- 
ator purchases goods when their prices are low; and sells them after 
some time when the prices have sprung up high. For instance, during 
the month of May, which is the crop-moving season for wheat, 
wheat begins to flow in tnandis in large quantities and is sold at low 
prices. Later on, after some time, the prices of wheat increase. 
Speculators purchase wheat in May and sell it later on at higlier price 
thus earning profits. The time intervening between the purchase and 
sale of goods by speculators is usually considerable. Speculation plays 
an important part in the determination of the prices of tlie staple 
commodities. 

The economic service performed by speculation is very great. 
Wlien the supply of goods is large and the price is sagging low, spe¬ 
culators help to keep up the price by making purchases. Again, 
when after some time the supply of goods is reduced and the price tends 
to shoot up sky-high, they help to keep down the price by offering 
goods for sale. Thus they greatly help in steadying the prices. The 
stabilisation of prices is a very useful factor inasmuch as it enables 
both producers and consumers to come to definite and lasting conclu¬ 
sions without any fear of their being upset by untoward price fluctua¬ 
tions. 

In order to be able to profit out of price differences, tlic specu¬ 
lator must have a clear insight into the working of demand and supply; 
a good foresight regarding the future trend of demand, supply, fashion, 
etc ; and control on the human tendency to become reckless and rash. 

Speculation has, however, a tendency to deteriorate to an evil 
instrument. If it is reduced to pure gambling, the market may be 
flooded with artificial scarcity or artificial surplus of goods, base¬ 
less rumours regarding demand and supply, cornering, gambling in 
necessities of life, and tiic tossing of the prices of staples here and there 
frequently and widely. Such wild speculation is often based on 
knowledge of the future trends and is conducted with rashness and 
recklessness. That is why we often find instances of merchant princes 
and millionaires becoming paupers in no time and of paupers becoming 
rich almost overnight. It is because of this unwholesome feature that 
speculation (or sattebazi as we call it) is often looked down upon. To 
cdieck these evils, the Governments of various countries have attempt¬ 
ed to control speculation, though not with much success. 
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INTERMEDIATE QUESTIONS 

1. Explain the distinction underlying speculation and gambling. (Bom¬ 
bay, I, Com.. 1939). 

2. What is specularion ? What part does it play in the determination 
of prices ? (Punjab, Inter., 1952). 

3. Contrast the economy of free supply with rationed food supply. How 

is the latter justified ? (Raj., I. A . 1948). 

4. Explain the difference between speculation and gamblinc. Discuss 
die economic consequences of speculation. (U. P., Inter. Com., 1943). 



CHAPTER 43 

MONEY 


Money is the centre around which economic science clusters.—A/ary/ia//. 

After discussing the theory of value, which is the essence of 
Exchange, we now pass on to the discussion of the various parts of 
Exchange Mechanism. Let us first take up the study of Money. 

§ 1. MRANINC OF MONEY AND ITS FUNCTION, ETC. 

Origin and History of Money 

Barter, we learnt in an earlier chapter, has three shortcom¬ 
ings, namely, the improbability of double coincidence of wants; the 
complexity of exchanges, which are not made in terms of one single 
substance; and the need of some means of dividing and distributing 
valuable articles. To remove these defects men, at a very e^y stage, 
hit upon an intermediate commodity\\\\uc\\ began to be v Vcrsally 
accepted in exchange for goods and services, which formed a basis for 
the measurement and comparison of the value of other commodities, 
and in which shape value could be sub-divided. Such an intermediate 
comrnodity is known as Money. // 

^Thc actual form assumed by money since its origin, has been 
extremely variable. In modern communities, money is represented by 
metallic coins and paper notes ; and we often suppose that money has 
only these two forms. This supposition is wrong as is proved by the 
histCry^of early times when money existed in various other forms^. In 
the hunting stage, furs and skins were employed as money. In the 
pastoral stage, the next higher stage of civilization, they were replaced 
by sheep and cattle. A passion for personal decoration being one ot the 
most primitive and powerful instincts of the liuman race, ornaments 
also began to be circulated as money. In the agricultural stage, corn, 
kotoris, etc., were used for the purpose. Later on, articles like cotton 
cloth, salt, etc., were tried. All of them were, however, found wanting 
in some respect or the other, and were finally replaced by gold and 
silver. The latest form of money js the paper money, wnicU is 
decidedly its most convenient and the most economical type.y 

Definition of Money 

Different writers have defined 'money* (or ‘currency’) in diffe¬ 
rent ways. It is defined sometimes narrowly and at others broadly. 
In the narrow sense, money refers to metallic coins only. In the broad 
sense, moneysignifieseach and everyformof the mediumofexchange— 
metallic coins, currency notes, cheques and bills of exchange. Modern 
economists, however, steer the midway and define money as a com¬ 
modity which is generally acceptable in final payment of dues. Ely dc- 

1 Sec Kidgeway, The Origin of Metallic Currency and Weight Standards ; 
Powers, The Tribes of California ; Powel, Wanderings in a Wild Country, etc. 
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fines money as “anything that passes freely from hand to hand as a 
medium ol exchange and is generally received in final discharge of 
debts.”*. According to this definition money includes metallic money 
and paper notes.| 

The student should also be aware of another term, namely, 
currency. Money and currency arc interchangeable terms. All the 
things current as money constitute ‘Currency’. 

Diagram 42 on the next page illustrates the meaning of the term 
money. The smallest circle represents money in the narrow sense ; 
the bigger circle, in the proper sense ; and the biggest circle, in the 
broad sense. 

According to this definition, cheques are not money. They are 
not legal tender and may not be accepted from persons little known 
or of doubtful credit. As such they do not pass freely from hand to 
hand and are not money. The same is true of Hundis. Currency 
Notes, on the other hand, are legal tender and arc usually issued by 
authorities of unimpeachable soundness. Consequently they are freely 
acceptable and are monev. Pice are legal tender to the extent ot Re. 

1 only. T ey arc not acceptable freely after that limit p)rtly because 
they lose their legal tender character and partly because they become 
inconvenient ; and consequently cease to be money after that point. 

Functions of Money 

Money performs four main functions® which are as follows : 

{\)' Common Medium of Exchange. The fundamental function 
of money is to act as a common medium of exchange. The significance 
<.r the \\ord ‘medium’ is that it becomes an intermediate thing in tran- 
i-action between the producers and consumers of any and every article.* 
Cloods instead of being exchanged directly for other goods, as under 
barter economy, are bought with and sold for money. Money thus 
becomes a universal tool for making exchanges. It is freely acceptable 
in exchange for all other commodities ; and its owner is able to get for 
it anything he likes without any inconvenience. This is the primary, 
function of money, other functions having been derived from it. It is 

2 Robertson defines money as a commodity which is used to denote any- 
thitiR which is wid > accepted in payment for poods or in dischorpe of other 
hinds ol husincss obligation, fcee Robertson, Money. J. M. Kenyes, a very bril¬ 
liant monciary economist, says. “ Money is that bv the delivery of which debt 
contracts and price contracts arc discharped and in the shape of which genera) 
purchasinp power is held."—J. M. Keynes, Treatise on A/ortcy, Vol. I. 

'3 Money is a matter of functions four, 

A medium a measure, a standard, a store. 

4 Walker, Political Economy, p. 122. 
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Fig. 42. Illustrating the scope of the term “ Money. 

[NOTE—Circles 1 +2 constitute money] 

essentially the Money function.^V/hztever performs this function, 
is money. This function removes the necessity of the double coinci¬ 
dence of wants, which is felt under the barter system, 

(2) A Common Measure of Value. The first function of money 
has for its natural corollary the second function, namely, to act as 
a common measure of value. When persons become used to exchange 
all the things for one particular commodity (money), they begin to 
measure the values of all the articles in the terms of latter alone. 
Just as we measure cloth in terms of yard and gold in terms of tolas, 
similarly we measure the value of all commodities in terms of money. 
Consequently all exchanges arc calculated and adjusted by a compari¬ 
son of the money values of the tldngs exchanged. Money thus 
becomes^a common measure of value. 

(3) Store of Value. The third function of money is to enable 
its owner to preserve value in this shape for a long period, without 

5 Students may remember the following : 

In narroto sense, Moneys^Metallic Money. 

In wide sense. Money Metallic Money + Paper Money Bills of 
Exchange, Cheques, etc. 

In proper sense. Moneys Metallic Money-fpa^er Money. 
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any fear of loss.* Metallic money wears out v'ery slowly and is an 
ideal store of value. Paper notes do not fulfil this function very well. 

The storing of value in the form of goods is not as convenient 
as in that of money, mainly because goods deteriorate through pas¬ 
sage of time and their value fluctuates widely. Moreover, tiiey occupy 
much space. Such difficulties do not arise in the case of money. 
Hence money has come to be recognised as the best form in which 
value can be stored. If the owner of money were to suffer loss by not 
exchanging it at once, much of its usefulness will, indeed, be lost. .• 

(4) A Standard of Deferred Payments. In the economic society 
of today, loans are daily given and taken and the repayment is deferred 
or postponed to a future date. In such cases, it is only just that the 
borrower should return to the lender the same value which he had 
borrowed. This is possible only if lendings and borrowings are carried 
on in terms of money whose valuercmains fairly stable; and not in terms 
of other goods or ser\'iccs wliose value is subject to wide and frequent 
fluctuations. Money thus becomes the measure by which the value of 
future,payments is regulated. 

k 

Money thus acts as a common medium of exchange, a common measure 
of value, a store of value and a standard of deferred payments. 

Attributes of a Good Money Commodity 

The commodity of which money is made has to be carefully 
selected so that money may fulfil its functions fairly well. An ideal 
money material should possess the following qualities’; 

(1) ‘ Utility or General Acceptability. General acceptability is 
tlie very essence of money. Unless a person knows that the money 
wliich he accepts in exchange for his goods or services, will be taken r 
without any objection by others as well, lic will not accept it, i.e., it will 
cease to be current. In order to posses general acceptability a commo¬ 
dity should have some intrinsic utility independent of its value fox 
monetary purpose. Gold and silver are generally acceptable to an 
without any hesitation because they arc for ornamental and other pur¬ 
poses and can be easily sold as bullion,® besides being used for mone¬ 
tary purposes. 

(2) Portability. ^A commodity fit to be used as money must 
be 8u^ that it can be easily and cheaply transported from one place to 

6 When we speak of value being stored in money, wc do not imply that 
value is something intrinsic in money; we mean that money is a durable thing 
and that it is always saleable.—Turner, JntrodutS * « n t o Economics, p. 2o2.‘ 

7 The chief qualites are Cogniscibility, Utility, Portability, Djrability, 
Indestructibility, Stability, Homogeneity. 'I'he first letters of these terms 
make “ CUP, DISH.” By this formula, these attributes can be easily remem¬ 
bered. Malleability is another qualif^’, which may be added in the end as the 
eighth attribute. 

8 Some students may think that paper, of which paper note is made, 
does not possess any utility independent of its value as money ; hence it should 
not be generally acceptable. But in actual practice it is not exactly so. It 
must be remembered by them that certain cash or gold resources or securities 
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the other. In other words, it must possess high value in small bulk. 
Precious metals possess this quality. In the caseof oxen and grain, a 
small valueoccupies a large bulk and weight; hence they are unsuited 
•as money commodity. I 

(3) 'indestructibility or Durability. ^As money is to be passed 
about in trade and kept in reserve, it must not be subject to easy deteri¬ 
oration, either in itself or as a result of wear and tear. “It must not 
evaporate like alcoliol, nor putrefy like animal substance-, nor decay 
like wood, nor rust like iron. D-istructible articles, such as eggs, 
dried cod fish, cattle or oil have certainly been used as currency; but 
what is treated as money one day must soon afterwards by eaten up”*. 
Gold coins are very lasting ; each of them takes about 8,000 years to 
wear out completely. Silver coins are not equally lasting but wear out 
fairly slowly. As such gold and silver are considered to be excellent 
money commodities.' 

(4) * Homogeneity. All portions or specimens of the substance 
used as money should be homogerfe^s, thaCib—of the same quality, 
so that equal weights have exactly the same value. In order that a 
commodity may be used as a measure of value, It is essential that its 
units are similar in all respects. Gold and silver are of the same quality 

\^roughout ; their various parts are similar in chemical and physical 
ctompositiop, and their consistency is the same throughout the mass. 

sy (5) ' Divisibilityy The money material should be capable of 
division ; and the aggregate value of the mass after division should be 
almost exactly the same as before. If we use diamond as money and 
perchance it drops from our hand and breaks, we will suffer enormous 
loss. This is not the case with precious metals. Their portions can be 
melted and remelted together any number of times without much loss. 

(6) Malleability. The money material should be capable of 
being melted, beaten and given convenient shapes. It should be 

' neither too hard nor too soft. If the former, it cannot be easily coined; 
if the latter, it would not last long. It should also possess the attri¬ 
bute of impressionability so that it may easily receive the impressions. 

(7) Cogniseibility. 'By it we mean the capability of a substance 
for being easily recognised and distinguished from all other substances. N 
As a medium of exchange, money has to be cont inually handed about 
and it will cause great inconvenience if every person receiving it were 

to scrutinize, weigh and test it. It should have certain distinct marks 
which nobody can mistake. Gold and silver are at once recognized 
by their distinctive colour, metallic and heavy weight for small bulk, 
and, as such, satisfy this condition admirably. 

(8) Stability of Value. Money should not be subject to fluctua¬ 
tions in value. ^ Fluctuating standard of value is just like a changing 
yard or seer. The value of a material whicli is used to measure the 
value of all the other materials, must be stable, 

always back the notes ; so that the intrinsic value of notes is to be im-.isured 
by the resources backing them. 

9 W. S, Jevons, op. cit.^ pp. 36-37, 
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people employ money as a standard of value for long period 
contracts ; and thev often pay as much money as they had borrowed 
after some time. Hence a change in the value of money over a long 
period inflicts injury on some section of society. Fluctuations in the 
value of money at any particular time are also injurious. If a labourer, 
who has earned eight annas today to be spent tomorrow, finds in the 
meantime its value (that is, purchasing power) reduced by half, he 
would suffer serious loss. 

The value of gold remains, more or less, stable as its yearly 
output is small compared with the great quantity already in existence. 
But the value of silver is not so stable. In recent years, however, the 
value of gold has been fluctuating frequently. 

The ideal money commodity should, as such, possess utility, 
ehiJily, durability, homogeneity, divisibility, maleability, cogniscibiUty 
and stability of value. 

Gold and silver known together as precious metals, possess 
all these qualities and are, therefore, universally used for coining 
purposes. Brass, copper, nickel, etc., are used for coining small 
coins because if made of precious metals, they would be too small 
and microscopic. 

Classification of Money 

(A) Metallic and Paper Money. Money may be classified into 
two simple classes : (1) The money printed on, or made of, metal, 
is called metallic monev, and has an intrinsic value independent of its 
monetary value and (2) the money printed on paper, called paper 
money, e.g., the Reserve Bank Note. It has no intrinsic value other 
than its value as a monetarv unit.*® 

{B) Limited and Unlimited Legal Tender. Money is always 
legal tender but the extent to which it is legal tender differs. The 
degree of its legal tender character may, therefore, be regarded as 
another stand-point of its classification. 

By legal tender i4^eant the money which a creditor is, by law, 
bound to accept in discharge of debts. A refusal on the part of the 
creditor to accept it, as such, amounts to a legal offence punishable 
by law. According to our definition of money, a commodity called 
money must be generally acceptable. This can happen only if it is 
legal tender. Hence monev is always legal tender; and anything 
which is legal tender is money. A commodity which is not legal 
tender cannot be regarded as money. 

Money may be limited legal tender or unlimited legal tender. 
The unlimited legal tender is the money which can be legally tendered 
or given by the debtor to his credited to any extent whatsoever. In 
India rtipees and eight-anna bits are unlimited legal tender ; so also 
are the Reser\'c Bank notes. Limited legal tender, on the other hand, 

in But we may regard the reserve behind it as representing its iatrinsic 
werth as said above. 
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is the money which is tenderable only up to a limited extent. In 
our country four-anna, two-anna and one-anna pieces and pice and 
pies are limited legal tender. 

- Importance of Money 

Money has always been held in high esteem and the 'influence of 
pecuniary calculus upon ethical standards has been very definite. As 
Horace wrote— 

All things human and divine, renown. 

Honour and worth, at money’s shrine go down. 

Pope similarly writes— 

There London’s voice, get money, money still, 

And then let virtue follow if site will, l 

Prof Davenport gives the following impressive description of 
the social importance of money : . More and more Imman ciiorts, 
human interest and desires and ambitions fail under tne co.n.uon 
denomination of money. Health is easier for him wno has tne wiiere- 
withal to pay for goods, foods and m.;dicines, to travel and employ good 
nursing and to command capable pnysicians and Cilicient surgeo.is. 
And in their degree also, love and pity, respect and peace are boagnt 
and sold upon the market. All economic comparisons are made in 
money terms, not in terms of beauty or of artistic merit or ox moral 
deserving. 

The economic importance of money eclipses its social impor¬ 
tance. A chemist has his delicate balance for measureinent; tne 
physicist has his finely graduated rule ; the economist similarly em¬ 
ploys money as a rougn measure. Tne wnole econo.mc science is 
based on money ; economic motives and activities arc measured oy it. 

While studying Consumption, we take the help of mj.iey at 
every stage. We arrange the items of our expenditure in order of 
their utility which is measured with the measuring-rod of inoaey. 
The urgency of our wants, the satisfaction derived from tiie consump¬ 
tion of a commodity and such other motives measured by lajiiey. 

Production is greatly facilitated by the use of money. Tne 
modern large-scale production is based on division' of labour, wnicii, 
in its turn, is the gift of the introduction of money. 

Under Exchange, the importance of money shows itself most 
prominently. Tne old barter economy was cnaractcrized by serious 
shortcoimngs, to remove which men naj to hit upsn a universal “go 
between in exchange of commodities. Nowadays almost all the tran¬ 
sactions arc carried on in terms of money. — 

Money plays an important role in tlie distribution of wealth 
and m^me of a group of co-operative agents of production. Tne 
share of various agents is determined and paid in terms of money. Tac 
distribution of social energy amongst the yacimis-£odiLi_of enterprises 
tues place through the medium of money. Whenever any"blisines3 
ihowe high profits, people begin to invest money in it. 
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Indeed, in every phase of Economics, money makes its appear¬ 
ance with superb prominence. Economic science, Marshall aptly re¬ 
marks, clusters round money. 

§ 2. METALLIC MONEY 

Coins 

In modern times, metallic money takes the shape of coins. In 
primitive days, precious metals in their rude and uncoined form were 
used for this purpose. This was very inconvenient ; money had to 
be weighed and assayed each time an exchange was effected. Hence, 
the system of shaped pieces of the metal, whose weight and fineness 
were certified by a mark or stamp, came into vogue. This form of 
money, however, was open to clipping, (/.e., cutting away of the small 
particles of the metals) and abrasion (i.e., the practice of putting a large 
number of coins into a bag and shaking it so as to remove small frag¬ 
ments of the metal). The next stage, therefore, was marked by the 
advent of the coin, fl pfectf of metal of particular shape bearing a seal of 
a certain weight and fineness. After some time the edges of these coins 
began to be milled and impressed with a complex and artistic design so 
as to make counterfeiting difficult. Tlius the modern coin came into 
being. Coins have been defined as ingots of which the weight and 
the fineness are certified by the hitegrity of design impressed upon the 
surfaces of metal.^^ 

The best form of coins is one whose design takes into considera¬ 
tion the following four points : (1) the prevention of counterfeiting ; 

(2) the prevention of the fraudulent removal of metal from the coin ; 

(3) the reduction of the loss of metal by legitimate wear and tear 

(4) the making of the coin an artistic and historical monument of the 
state issuing it and the people using it. 

The art and practice of making coins is known as coinage. In 
the modern society it is the function of the State. The place where 
coins arc made is called a mint. 

Free and Limited Coinage 

Coinage may be free or limited. If mints are made open to the 
public, I. r., if the public has the privilege and right (or is free) to 
take metal to the mint and get it converted into coins of the realm, 
the svstem is called/ree coinage. Before September 1931, when the 
United Kingdom was on gold standard, there was free coinage system 
in that country. In India mints were closed to the public in 1893 and 
since then they have never been opened to it. 

The Government Mint may or may not charge something for 
minting coins. When the Government reserves the right of making 
coins, so that no member of the public is allowed to take metal to the 
mint and get it converted into coins, the system is called the limited 
coinage. In India since 1893 and in the United Kingdom since 1931, 
limited coinage system is in force.^* 

11 W. S. Jevons, Money and the Mechamsm of Exchange, p. 57. 

12 Students should not confuse bvisvcttn linuieU legal lencer limited 

€oinoge. 
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Gratuitous Coinage, Brassage and Seigniorage 

Free coinap does not necessarily mean that the state convert* 
metal into coins free of any charge. It may or may not do so When 
It does not make any such charge, the coinage is said to be p 'ratuitnu. 
Where the Government levies a charge for coinage just equal tn th 
cost of minting the coins, the charge is called mintage or brassape Tf 
the Government charges something over and above the coat nf- 
minting, the additional charge so made is called Signiorage?^ 

Illustration. Suppose there is free coinage in anv partiailar 

country. If you give one ounce of gold and get it converted7nto 

coirs free of charge, the coinage is gratuitous. But if the co*t Ir 

minting is 1 per cent and the minting charges have to he raid to7h?. 

extent, then 1 per cent charge is the brassage or mintage If the 

charges 3 per cent m place of I per cent for minting. 2 per cent add 
tional charge is seigniorage. ^ 

These three systems of coinage are to be found only in the case 
of free coinage and not in the case of limited coinage. The folln * 
chart gives the consequential four systems of coinage : "®wing 

Coinage 


Free 


Limited (4) 


Without any payment 
Gratuitous (1) 


With payment 


I 


Brassage (2) 


f 

Brassage and 
Seigniorage (3) 


Debasement 

containc^Vn'atiinlrcantd ^ 

GovtTnXnt*^We”Tr* of metal c^aTgTnerally he praetk^'eVoMy b v die 

£r;;.T.?:i,Kus 

cdges'of th'i't^nT the 

in thiclinX'“h‘”^aclion of'yrrosive"chcLca‘is.‘'""'‘‘'' 

and ,“>0 coins in a bag 

W legal tender, thf lelT^l'n addUioIi'to“th”^ ''"'"“K' by ftxing a 

•eigniorage.-^Pen.on, Op. Ciu, P. I, pp. 122-123 *** of coinage is called 
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Standard and Token Coins 

A standard coin is one whose face value is equal to its intrinsic 
value. It is the principal money of the realm, is unlimited legal tender 
and is subject to free coinage. 'Since its face value and intrinsic value 
are the same it is also called the *fult-bodted coin.' 

A token coin, on the other hand, is the one whose face value is 
greater than its intrinsic value. It is the subsidiary money, is limited 
legal tender and is subject to limited coinage. Token coins are variously 
styled as the fiat coins or money since their value depends, not on their 
intrinsic worth, but on the order of the State. 

The following table shows the difference between standard and 
token coins : 

Standard Coins ! Token Coins 


1. They arc the principal money. , 1. They arc the subsidiary 

. money. 

2 Their face value is equal to 2. Their face value exceeds 

intrinsic value. * I intrinsic value. 

3. They are unlimited legal ! 3. They are limited legal 

tender. i ^ tender. 

4 _ They arc open to free coinage. | 4. 1 hey are open to limited 

coinage. __ 

Hit htis sometimes happened, as in Tudor Umes. 
tained less than the standard amount of precious metal. This difference 
between the standard and real value is called debasement. 



Let AC—Nominal value of the com. 

AD Legal amount of metal in the coin. 
AG Actual amount of metal in the coin. 
CE Cost of minting the coin. 

Then CE Brassage. 

ED Seigniorage. 

DG - Debasement. 
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Before September 1931. the gold sovereign in the United 
Kingdom was the standard coin of that country. But in September 
1931 she went off gold, and paper-pound sterling replaced the gold 
sovereign. In India, there is no standard coin in the strict sense 
of the term. Her principal coin is the rupee which is standard jnoney 
in so far as it is the principal money ofthe realm and is unlimited legal 
tender ; and also token money inasmuch as its face value ^ greater than 

intrinsic value ; and it is subject to limited coinage Because of its 
hybrid character, it has been well styled as the token standard . 
Some economists, however, like to call it the standard money of India 
for “as long as the main currency is in rupees, all contracts are rnadc 
and taxes calculated in rupees, and rupees, and rupees are the legal 
tender to any amount, the rupee is really the standard. 


§ 3. PAPER MONEY 

In the modern state, we find considerable quantity of paper 
money circulating side by side with metallic money. i he term 
paper money refers to Government or Bank notes which pass freely 
from hand to hand. Cheques and bills of exchange arc not included in 

paper money. 

The real nature of paper money was well expressed by Ricardo 
when he said that the whole charge for paper money may be considered 
as seigniorage. Though it has no intrinsic value, yet by limiting its 
quantity, its value in exchange is made as great as an equal denomina¬ 
tion of coin or bullion in that coin. It is not necessary that paper 
money should be payable in metallic coins to secure its value; it is only 
necessary that its quantity should be regulated according to tlie value 
of the metal which is declared to be the standard. 


Advantages of Paper Money 

Paper money is becoming increasingly more popular because 

of the many advantages that it possesses : (1) Itis vcryligi an lan y 

and, therefore, can be easily and cheaply carried oyer long is ances. 
This advantage becomes marked when large sums ha%c to c pai o 
somebody far away. (2) It is very economical. The cost of making it 
is very small. A sheet of paper and a printing press enable die Govern¬ 
ment to print money worth lacs and crores of rupees. Compare it 
witli the great cost involved in digging the metal, transporting it to 
the mint and coining it, which the metallic money necessarily involves. 
(3) It contskins large value in a small volume. (4) In times oj national 
emergency and financial stringency, the Government need not hnd 
itself handicapped by lack of money material. It can set the printing 
press to work and print as much money as is necessary. 

Diasadvantages of Paper Money 

Paper money suffers from two main demerits : (1) The 

Government, if they so wish, may go on printing notes to such an 
extent that their value goes down drastically. This, however, can 
be checked if the issue of paper is kept under the control of a Central 
or Reserve Bank independent of undue Government influence. (2) 
Because of its zero intrinsic value, its circulation is considerably res- 

20 
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tricted. This fear, however, has proved to be false. Even in a country 
like Inida where the majority of the people are ignorant and suspiaous, 
paper money is quite popular andisusedin the normal 
So lone as the credit of the issuing authority is unimpeachable and its 
word as good as gold, there need not be any restriction to its circulation. 

Convertible and Inconvertible Paper Money 

Convertible or Redeemable Paper Money. Paper money may be 
convertible or inconvertible. It is convertib e when it can be con¬ 
verted into standard metallic money of the land on demand. For 
instance the Reserve Bank notes bear the promise to pay the bearer 

on demand the sum of a certain number of rupees at any office of issue, 

rpromisc which is always fulfilled- The Reserve Bank notes are, ns 
such, convertible. 

In order to guarantee this convertibility, the issuing authority' 
keeps a certain amount of bullion and metallic coins in '^reserve**. All 
the notes are not simultaneously presented for encashment. The 
issuing authority knows by experience the percentage of the total notes 
which are presented for the purpose at any particular time. It keeps 
the same percentage of bullion and coins in reserve. The portion of the 
total notes issued, which is covered with the Veserve’, is known as 
Covered Issue, the rest being called Uncovered or Fiduciary Issue. 

If a 100% reserve is kept behind paper money, it is then called 
Representative Money. But such money is not of great advantage 
since real advantage of paper money lies in the economy of precious 

metals. 

Inconvertible or Irredeemable Paper Money. Inconvertible notes 
are not converted into standard metallic money by the issuing authority. 
Even then they may circulate by the sheer force of the authority of the 
Government. Hence they are sometimes called Fiat Money. 

If the quality of the inconvertible paper money does not exceed 
tlie legitimate business and industrial requirements, there is no reason 
why they should not function efficiently. But unfortunately the 
issuing authorities begin to misuse their power and issue money in 
unlimilfd quantity, so much so that the notes become almost worth¬ 
less paper. This happened in many European countries during the 
last Great War. For example, the value of the German Reichsmark 
deteriorated so much that it became less than the value of the paper on 
which it was printed. Greenbacks in America during the American 
Civil War and French Assignats during the French Revolution are 
other examples of inconvertible paper money. During World War 
II tlie Government of India began to issue one-rupee notes which are 
inconvertible. 

INTERMEDIATE QUESTIONS 

^ . FTplnin (a) Standard Monev, (5) Token Money, and (c) UcR*! Tender. 
What are the niinlities of Standard Money ? (Andhra. I. A., 1950). 

2. »he various forms of paper money and the part played by them 

in the monetary system of n co\jntry. How far does paper money perform the 
functions of money satisfactorily ? (Bombay, I. A., 1940). 
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3. Explain and classify the functions of Money and show how produc¬ 
tion and exchange arc greatly facilitated bv the use of money. (Karachi, I. 
Com., 195 2). 

4 . Define barter, h'xplain wnth examples the incon\ enicnces of barter. 

How have these inconveniences been avoided by the use of money ? (M. B., 

I. A., 1953). 

5. Explain with examples the economic effects of the over-issue of paper 
money. (M. B., I. A., 1952). 

6. Define the terjn money, and explain its chief functions in modem 
times. (M. B., I. Com., 1953). 

7. Explain the functions of money and the forms it generally takes.. 
Mysore, I. A., 1944). 

8. State the merits and defects of paper currency. (Osmania. I. A. 
1952). 

9. Why is paper money being used instead of coins ? What are its ad¬ 
vantages and disadvantages ? (Osmania, I. A., 1951). 

!0. Explain and classify the functions of money and show how produc¬ 
tion and exchange are greatly facilitated by the use of money. (Osmania I 
Com., 1952). 

11. Describe the origin and growth of paper money. What arc the 
causes of its wide prevalence today ? (Patna, I. A., 1952). 

12. What arc the different kinds of medium of exchange we use, and 
what are the special advantages of each ? (Patna, I, A., 1950). 

13. Define money. What are its functions ? (Patna, I. A., 1949). 

14. Distinguish between and explain the principal forms of paper money. 
What ore its advantages and disadvantages ? (Patna, I. Com., 1952). 

15. What are the chief functions of money ? Explain them clearlv. 
(Patna, I. Com., 1951). 

16. Describe the advantages and disadvantages of paper currency. 

(Patna. I. Com., 1951). ^ 

17. What is money? What arc the functions of money ? (Punjab. 

Int., 1951). ' ’ 

18. Under what conditions does money ccasc to do its proper functions ? 
Did such a situation ever arise in India ? (Punjab Inter., 1949). 

Define money and show how money economy makes as advance over 
the system of barter. Also mention the conditions under which money may 
become a source of embarrassment to the community. (Punjab, Inter., 1940). 

20. Define money. Explain its functions and importance in the modem 
economic life. (Raj., I. A., 1953). 

21 • Explain the functions of money. Also enumerate kinds of money 
iRaj., I. Com., 1953). ' 

22. Narrate the advantages and disadvantages of paper money and point 
out whether convertibility of paper money has got any significance in present 
currency system. (Raj., I. Com., 1952). 

, Define money. Discuss in the light of your definition whether the 

followng should be regarded as money : (a) an old rot rupee. (A) a Defend 
certificate for R"* 1 . («) • five-tola gold bar, (</) one-rupee postal stamp. (Tra- 
vancore, Int., 1953). k 


24. 


25. 

1951). 


What ia money ? What are its functions ? Utkal, I. Com., 1962). 
Describe the merits and demerits of Paper Money (Utkal. 1. Cora.^ 



CHAPTER 44 

MONETARY STANDARDS, VALUE OF MONEY AND 

GRESHAM’S LAW 


Jevons certainly, and Edgeworth and Dr. Bowley probably, have also 
pursued something distinct from purchasing power of money, something which 
has to do with what they might describe as the value of money as such or, as 
Cournot called it, the intrinsic value of money. This ts will-o’ the wisp a 
circle squaring expedition which has given an elusive taint difficult to touch 
or catch, to the treatment of the Theory of Price Index Numbers tradioon m 
England’.— 7 . M. Keynes. 

In the preceding chapter we discussed some elementary facts 
about money. Now we shall study the following monetary problems 
of an advanced nature : (1) Monetary Standards ; (2) Value of 

Money ; and (3) Gresham’s Law. Gold Standard and Quantity 
Theory of Money have been treated in Appendices to this Chapter. 

§ 1. MONETARY ST.\ND.\RD 


Definition of a Monetary Standard 

The way in wliich the currency system of a country is controlled 

has vital effects on its economy. As such, the currency system should 
bo controlled with a view to fulfil certain objective or standard calcu¬ 
lated to maximise the welfare of the nation. Such an objective is known 
'IS Monetary or Curr.-ncy Standard. The monetary standard has been 
defined as the standard or object with reference to xvhich the value of a 
currency unit is regulated.^ 

In recent times a large number of standards has been devised 
and practised and serious attempts have been made to achieve nicety, 
precision and efficiency in currency management. The important 
types of monetary standards are Monometallism, Bimetallism and 

lamping Bimetallism. 


Monometallism 

A system of currency in which only one metal is used for the 
coinacc of the standard or principal money is termed monometallism ; 
and the country having it is said to be a monometallist country. The 
metal used for this purpose is either gold or silver. No other metal 
has been found to be suitable for tliis purpose. 

(a) Gold Standard. The monometallic standard in which gold 
is used for the coinage of standard money is known as Gold Standard. 
This had been the most popular monetary standard in the world m 
recent past. England was on gold standard till September 1931, but 
during that month, she gave up this standard or she went off gold as the 
phrase goes. The reader is referred to Appendix I to this chapter for 
a fuller discussion of the gold standard. 


1 
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B Shvfioy’^ Article, A Clus^hication o/ Currency Standards to 
yournol 0/ Economics, October is instructive in this connecteoft 
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(A) Silver Standard. The monometallic standard in which 
silver is used for the coinage of standard money is known as Silver 
Standard. This standard is subject to capricious and wide fluctua¬ 
tions because of the enormous quantity of silver mined each year. As 
such, it has been practically abandoned over a major part of the world. 
China which clung to silver for a very long time eventually gave it up, 
and Hong Kong, following its lead, also abandoned it later. China 
left the silver standard on November 3, 1935, and Hong Kong, five 
days later. 

Bimetallism 

Under bimetallism two metals, usually gold and silver, are 
simultaneously used for the coinage of the standard money. Both 
gold and silver coins are unlimited leg.al tender and the mint is open to 
both the metals. Both are minted alike into coins of similar names 
and denomination*^. The coins of one metal are convertible into the 
coins of another metal at a fixed rate. The essentials of bimetallism are : 

the existence of two kinds of standard money of two different metals ; 

of ^he mint for both of them whicli are unlimited legal 
tender; and the inter-convertibility of both of them at a fixed rate. 

Bimetallism was once adopted in several countries of the worUl, 
but it was soon abandoned by them because a fixed ratio between the 
value of the two coins could not be maintained. If the supply of silver 
increased considerably it became cheaper in terms of gold : one gold 
coin began to command more than the fixed number of silver coins. 
If the quantity of gold, on the other hand, increased appreciably which 
was a rare occurrence, opposite results followctl. On such occasions 
Gresham’s Law* operated and bad money tended to <lrive good money 
out of circulation.® 

The system was adopted by France in 1803 with express purpose 
of preventing the country from a shortage of money in case the supply 
of one metal was drastically curtailed. What happened in actual 
practice was that the metal W'hosc supply was increasing considerably 
and which was, therefore, cheaper of the two, alone remained in circu¬ 
lation ; so tliat practically there was monometallism at any particular 
time. Thus as between 1803 and 1870 for about fifty years, France 
ad a silver standard and for twenty-seven years, gold standard, France 
abandoned bimetallism in 1870. 


2 See Section 3 below. 

of hntV. arguments of hi-metallisls are : (a) that the joint production 

dual TVvary so much as that of either of them ; (6) that the 

ttifficiem steady prices ; and c) that the supply of Rold is in- 

versal acquirements of all the countries of the world if uni- 

the follnuinrr sdoptcd. 'Thesc arguments have not outweighed 

cuitv of bimetallic system : (o) the great difH- 

tuaOor*^ fkl L between the metals in face of constant lluc- 

from operation of Gresham’s Law in driving 

mTt ?atin rj? Underrated metal as soon as market prices diverge from the 

mint ratio, resulting in an alternating coinage of gold and silver. 
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The Limping Standard 

The limping standard, or the limping bimetallism, is a partial 
form of bimetallism. Under the limping standard two metals, usually 
gold and silver, are unlimited legal tender but only one of them, inva¬ 
riably gold, is open to free coinage. This system existed in the UniUd 

States of America and France before the Great War of 1914-18. 

§ 2. GOLD STANDARD 

In the preceding pages, we have described the chief types of the 
monetary stand, rd. The following ubie gives a detailed (lassification 
of moneury standards^: 

STANDARD 


n) Monometallism (II) Bimetallism (III) Limping 

' ' I Bimetallism 

1- I 1 

(la) Gold Standard (Ib) Silver Standard (Ic) Sterling or 

Dollar Exchange 
Standard 

(la-i) Gold Currency' (la-ii) Gold Bullion (la-iii) Gold Exchange 
Standard * Standard Standard 

This classification is not very exchaustive but it serves our pur¬ 
pose quite well. Wc liavc already discussed Monometallism, Bime¬ 
tallism, and Limping Bimetallism, and shall now study the sub¬ 
divisions of Gold Standard, and the Sterling (or Dollar) Exchange 

Standard. 

Gold Standard 

The gold standard is a monometallic standard under which only 
gold coins are declared to be standard coins, open to free coinage and 
being unlimited legal tender. Whether gold coins are in actual circula¬ 
tion or not, is not a material point. The currency notes are convert¬ 
ible into some declared forni of gold. The gold standard is based on tlic 
implication tiiat the value of tlie monetary unitshallbe keptequal to the 
value of a given quantity of gold-. This is done by unlimited purcha-^e 
and sale of gold at a fixed price. 

1 A more J.cici titic and complete classiticatioii will be to put all these 
standards under the genus. External Elandards. The following Internal Stan¬ 
dards may, then be added tr* the table ; Tabular Standard, Labour Standard 
and Cost Price Kquil.brium Standard. For a thorough clasrificalion, see B. R. 
She. oy, Op. Cit. 

2 A gold Mandard denotes a state of affairs in which a c uniry keepa the 
value of its monitury unit i nd the value of a defined weight of gold at an equa¬ 
lity with ore another. — Roterison, Money, Chapter IV, Section 1. 
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The gold standard is of three types : gold currency standard, 
gold bullion standard and gold exchange standard.® 

(0 Gold Currency Standard. Under the gold currency standard, 
the gold coins are put into actual circulation. Currency notes are 
convertible into these gold coins. It was essentially a pre-War reality 
when people believed that the existence of gold coins in circulation was 
an indispensable characteristic of gold standard. This idea has now 
been abandoned. 

The technique of this standard is that the contents of the gold 
coin is fixed by law, and by the device of free coinage, the value of the 
coin and of the fixed amount of gold arekept ataparity. If at anytime 
the value of coins in terms of gold goes up, or, what comes to the same 
thing, the value of gold in terms of coins goes down, people bring gold 
for coinage till the original parity is restored. On the other hand, if 
the value of coins in terms of gold goes down, or, what comes to the same 
thing, the value of gold in terms of coins increases, people begin to melt 
gold coins till the original parity is restored. 

(ii) Gold Bullion Standard. Gold currency standard is an 
expensive standard since it requires the digging out of gold and its 
coinage. A more economical type of gold standard was, therefore, 
devised by monetary experts, which guaranteed the convertibility of 
currency notes into gold bullion, rather than gold coins, at a fixed rate. 
The gold currency thus disappeared and the national resources in- 
volvedjin coining the yellow metal were saved. 

Under tliis standard the monetary authority is always prepar¬ 
ed, on the one hand, to convert at least one important kind of money 
into uncoined gold at a fixed rate, and, on the other hand, to buy coined 
gold or money at a fixed rate. 

{tit) Gold Exchange Standard. Gold bullion standard is an 
improvement over the gold currency standard, inasmucli as it avoids 
the trouble and expense of coinage, but labour has still to be spent in 
digging out gold. A still more economical standard has, therefore, 
been evolved which dispenses with the use of gold still further. For 
internal purposes, gold coins and bullion are not available from the 
monetary authority. For making payments to foreign countries, liow- 
ever, gold (or foreign currency) is available from the said authority at 
a rate fixed in terms of the currency of another country whicli has a 
gold standard (gold currency or gold bullion standard). Thus before 
September, 1931, when England was on gold standard, the Indian rupee 
was linked to the British currency at the rate of Re. l = ls. 6d. Gold 
could not be had in exchange of rupees for internal purposes ; but for 
making foreign payments., gold (or foreign currency) was available at 
the rate of Is. 6d. We then had gold exchange standard. 

Under this standard, therefore, the currency of a country is not 
directly linked to gold but is indirectly based on it through the medium 

3^ In discussinR the gold standards and its ofT-sIioota, much matcrisi of 
my article Pure and Applied Economics in India (Mysore Economic Journal^ 
Volume 24, No. 11, 1938) has been incorporated herein. 
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of t^c currency of some other country which has a direct gold standard. 
And by free purchase and sale of gold (or foreign currency or foreign 
exchanges), the monetary authority keeps the rate of exchange near 

about the fixed parity. 

Steriling (or Dollar) Exchange Standard 

We have described above three types of one form of monome¬ 
tallic standard, namely, the gold standard. We shall now discuss 
sterling (or dollar) exchange standard. The silver standard has already 
been discussed. 

If the currency of a country is linked to the currency of Great 
Britain or the United States of America or any other country, and the 
latter is not on gold, then we have the sterling or dollar on any other 
exchange standard. 

For instance, before 1947 the rupee was linked to the sterling 
and the later was off gold- We had, therefore, the sterling exchange 
standard in India at that time. 

Gold exchange standard and sterling exchange standard arc 
often confused even by responsible writers. Students should clearly 
understand that in both of the standards, i.e., gold exchange standard 
and sterling exchange standard, the value of currency of one country 
is fixed in terms of that of another; but in the first case the latter cur¬ 
rency is on gold standar^ while in the second case it is off gold. 

§ QUANTITY THEORY OF MONEY 
Quantity Theory of Money* 

The value, or purchasing power, of money depends in the first 
instance on the demand for and supply of money. 

Supply of Money. The supply of a commodity means the 
quantity offered for sale. But it is not usual to speak of offering 
money for sale. This, however, is merely an accident of language. 
ThemoncyuTth which people offer to buy things and services is money 
offc’ c 1 for sale. The supply of money then is the quantity of it w'uch 
people are wanting to lay out : that is, all the money they have in their 
possession, except what they are hoarding, or at least keeping by as 
a reserve for future contingencies. The supply of money, in short, 
is all the money circulation at t’le tim'. 

The Demand for I'itoney- The demand for money consists of 
all the goods offered for sale. Kvery s.dl'r of goo is a buyer of money, 
and the goods he brings with him constituti his demand for money. 

Now suppose tlio supply of money has increased and other 

4 A detailed statement of theory is not tjiven here. I'hose who want to 
make a detailed study are advised to consult Chablani, Indian Currency, Banking 
and Exc^Kins’C, Cliaptcr II or Tho nas, Elemsnti o/ Eanomic^- This theory has 
been criticised on various grounds and substitutive theories have been pro¬ 
pounded, e.!/., the CambridRC Formula and the Keynesian Formula. See J. M. 
Keynes, .1 Treatise on Money, N'oluine I, Book III, and A Tract -in Monetar y 
Reports. 
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things remaining the same, prices have risen. The rise in 

he in the ratio in which the quantity of money 
in circulation were doubled, prices would be doubled 

of money were to be reduced to half, prices would also decline to the 
same extent. As such the value of money, other things remaining the 
same, varies inversely as its quantity.® 

Quantity Theory of Money. This is the «''=btat=d Quantity 
Theory of Money. It states that every change m the quantity of 

money^in circulation produces, other things being equal a 
proponional change in the general price level or reverse proportional 
diange in the value of money. If you increase or decrease the quan- 
^ of a commodity, its value will certainly fall or rise but 
^^tionaielv. In the case of money, however, if you increase or 
deCT^^se i^s quantity, the change in its value will be proportionate, 
provided other things are equal. 

Other Things Being Equal This is an important Phrase and 
means that this theory holds good only under certain hypothetical 
conditions. They arc given below : 

(U Volume of Trade. The volume of trade determines the 
amount of money required by the country ; in other words, it deter¬ 
mines the demands for money. The theory assumes that the value of 
trade remains the same. If it increases somehow, each unit of money 
will begin to be exchanged for more goods and services than before 
and its value will increase in spite of an increase in its quantity, and 

vice versa. 

(2') Credit Instruments. Credit instruments sometimes act 
for money and serve their purpose very well. The quantity of credit 
instruments has the same relation to the genera price level as money. 
The theory of assumes that the supply of credit instruments remains 

the same.^^^^^ Circulation. A coin exchanges for goods and 

services a number of times and docs the work of many coins and notes. 
Thus if a rupee is used for lOQ^ transactions during a rnonth, it has 
done the work of 100 rupees./xhe number of times a coin circulates 
is known as its “velocity”. The effective quantity of money is equal 
to the actual quant/ly of money multiplied by its velocity. Changes 
in the velocity have the same effect on price level as changes in the quan¬ 
tity of money. The theory presumes that velocity remains the same. 
The Equation. These relations have been expressed by Professor 

Irving Fisher as below : 

If P=Gcncral Price —Level. 

M=Quantity of money in circulation. 

M’ = Quantity of credit money in circulation. 

V= Velocity of M. 

V’=Vclocity of M’ 
then, P=MVM’V’ 
or, PT=MV-fM’V 

6 J. S. Mill, PrindpUt of Political Economy, Book, III, Chapter VI H. 
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The theory assumes that T, V, M’ and V* remain unchan|^. 
NowifyouincreaseM, P will rise proportionately, and vice versa. The 
yalue of money depends upon its quantity ; hence the name Quantity 
Theory of Money. In this sense, this theory becomes an obvious 
truism. 

§ 4. MEASUREMENT OF THE VALVE OP MONEY 

Value of money is an abstract concept and cannot be measured 
directly.* But the general price level, or a composite price of things 
in general, which varies inversely with variations in the value of money, 
lends itself to easy measurement. General price level is measured by 
General Price Index Numbers. The general price level in a standard 
year is taken to be 100. Similar numbers for other years are calculated 
indicating a rise or fall,as the case may be, in the general price level. 
The numbers which are meant to show variations in the General Price 
Level are known as General Price Index Numbers. If the General Price 
Level rises, it is presumed that tlie value of money has proportionately 
fallen ; and vice versa. 

Construction of Index Number. Price index numbers are cons¬ 
tructed as below : (1) A list of goods and services is made such that 

they may reflect the variations in prices in goods and services in general. 
(2) A period, normal in character, is taken to be the basic period and 
serves as a standard for comparisons. (3) Prices for the period con¬ 
cerned arc collected from representative localities at regular intervals 
and are averaged. The average gives the price of the commodity dur¬ 
ing the period concerned. (4) The price of a commodity during the 
basic period is taken to be 100, and the percentage price for the same 
commodity in the period concerned is found out by the simple rule of 
three. This is done with regard to each commodity. (S) All the 
percentage prices are then added up and divided by the number of 
items. This gives the Index Number for the period. 

§ 5. VALUE OP MONEY AND ITS FLUCTUATIONS 

Meaning of the Value of Money 

Just as the value of all the commodities and services is measured 
in terms of money, similarly tiic value of money is measured in terms 
of goods and services in general. By value of money, economists mean 
the amount of goods and services in generaP wliicli one unit of money can 
purchase ; in other words, its general purchasing" power. 

Value of Money and General Price Level 

Th«- amount of goods and services in general which one unit .of 
mop< y cun purchase has been called above the value of money. The 
moru y price of one unit of goods and commodities in general is called the 
Gcrural Price Level. 

(> It cannot be directly measured because the composite character of the 
“ general poods and 3cr%iccs ” makes their unitisation difficult and in many 
cases meaningless. 

4 “ Goodi and serxnce$ in cenera/ ” is not very expressive. It refers to 
that group of commodities and services which represents the entire mass of 
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General Price Level varies inversely with the value of money : 
if one rises, the other falls. It can be explained with reference to 
wheat which is being sold, say, at 2 seers a rupee. If the value of a 
rupc€ goes up to 4 seers of wheat, what happens to the value of wheat? 
It goes fioeon : formerly it was 8 as. a seer but now it is only 4 annas a 
seer. In the same way it can be shown that if the value of money goos 
down, then value of wheat goes up. What is true of the value of wheat 
is also true of the value of goods and services in general, t.e,, general 

price level.^ 

In the words of J. S. Mill, the value of a thing is what it will 
exchange for ; the value of money is what money will exchange for— 
the purchasing power of money. If prices are low, money will buy 
much of other things and is of high value; if prices arc high, it will buy 
little of other things and is of low value. The value of money vanes 
inversely with general prices—falling as they rise, and rising as they 
fall, f 

Appreciation and Depreciation in the Value of Money 

The value of money, like that of any other commodity, is subject 
to fluctuations. A rise in the value ol money (t.e., its purchasing 
power) is known as depreciation’, and a fall, as appreciation. 

Suppose the value of money in ter/ns of wheat was 3 seers a 
rupee on 1st April, 1957. If on 5th April, 1957, one unit of money 
can purchase 5 seers of wheat, its value has appreciated', on the other 
hand, if it can purchase only 3 seers, its value nas depreciated. 

Depreciation must not be confused with deterioration or debase¬ 
ment. Deterioration means reduction in the metallic content of a 
coin through wear and tear ; and debasement signifies deliberate reduc¬ 
tion in the metallic content of tlic coin or in the fineness of the metal. 
Depreciation, on tlie other hand, means a decrease in the value of money 
as a result of variation in the demand for and supply ot money. 

Inflation, Deflation and Reflation ~ 

The volume of currency should be determined with reference 
to the legitimate demand for currency in the country. If this is not 
done and the supply of currency exceeds, or falls short of, the demanvl 
for it, grave repercussions are likely to follow. 

Sometimes it so happens that the Government deliber.itely 
increase the volume of currency in a period of financial stringency till 
it exceeds the legitimate currency requirements of the country. Such 
deliberate increase in the volume of currency in excess of the legitimate 
demand for it, is called, injlation. Inflation depercciates the value of 
money and raises the general price level. During the Great War 1, 

commodities and services. 'I'his is call<*d the reprci^cntative datum*** The 
value of money is measured in terms of this cornp >site znuds. 

J. M. Keynes, however, maintains that the concepts of goods and ser^ 
vic€S in general '* and its counterpart (Jeneral Price Level are unreal mytJis* 
See Keynes, A Treatise on Money ^ Volume I, Chapter VI. 

5 J* S. Mill Principles of Political Economy^ p, 229. 
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many countries inflated their currency. The inflation in Germany was 

so tremendous that the value of Reichsmark became lower than the 
value of the paper on which it was printed. It was called ‘hyperin* 
flation.’ 

Deflation refers to the contraction of currency to such an extent that 
it falls short of the demand for it. Deflation appreciates the v^e of 
money and depresses the general price level. After the Great War I» 
many countries deflated currency considerably. 

The post-War (I) deflation had to be corrected by a policy of 
controlled inflation vnth a view to tone up the depressed world 
economy. An expansion of currency Kith a view to correct the effects oj 
post deflation, is often termed as reflation. 

Effects of Appreciation and Depreciation 

The appreciation and depreciation of curren^ c&use uncalled 
for fluctuations in the value of money and price .evels, and distor 
and damage the economic mechanism by disturbing the even basis 
of trade and industry, and by benefiting some classes at the 
of others. These effects can be discussed under three heads . 
(o) (ffeetr on industrialists and businessmen; (fi) effects on consumers; 
and (c) effects on debtors and creditors. 

Effects of Inflation cr Depreciation of Money or Rising 
(a) During the period of risingTrrrtes. iWi/r/rm/w/r make huge profUt. 
Their (money) cost of production remains rnorc or less 
and tvin if it rises, it rises very slowly-while the prices shoot up 
trcir<ndouslv. Large profits are, therefore. 

tlepcricd of rapid industrial as profits earned arc 

invested in industries by the industrialists .^>8^ P^o^^® 
to speculation which entails much loss when the inevitable crash comes. 

Bvkessnun also earn increased profits 

rcchets end purchase goods freely. The period of inflation thus 
coincides v^th high prefits, industrial expansion. inCTcascd employ¬ 
ment and pereral prosperity. (A) Dchtors gam and creditors lose. 
Debtors pay to their creditors the exact amount of money tliey had 
borrowed (plus interest); but the prices ha\nng gone up, this amount 
canrot purchase as much goods and services as it could when the loan 
was elven Creditors, therefore, get less purchasing power than what 
thVv had parted with, (e) Cvmumcrs suffer to the extent that they are 
reouired to pav higher prices than before. Industrialists and others, 
who^e incemes' ircrease due to rising prices, do not mind it, but the 
woikers. capitalists and landlords whose incomes are fixed, suffer 
since their income loses a part of its piircl asing power. 

Effects of Deflation or Appreciation of Money or Falling 
The tfVccts of falling prices arc just the reverse of those described 
above, (tr) The profits of the industrialists shrink and depression 
sets in. As people do not have sufficient money, they reduce their 
rurchases. ard factories have, therefore, to be closed down. The 
outlcck heermts pessimistic and unemployment increases. (A) Cre* 
diters gair while debtors lose. Debtors pay the amount of money that 
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they had borrowed but as tlie prices are low at the time of payment, 
P^y iDore than what they had borrowed in terms of goods and. 
^rrices. (c) Consumers benejit as they pay for the goods they coasunac 
lower prices than before, d'his is particularly true of labourers, land¬ 
lords and capitalists whose incomes are fixed and do not shrink; but 
not so much of industrialists whose incomes are considerably reduced. 

b. GRESHAM’S LAW 

Now we come to an interesting monetary law, known as 
Gresham*s Law. During the reign of Queen Elizabeth, English coins 
had cither deteriorated through wear and tear or had been debased by 
unscrupulous persons. New coins were issued over and o\'er again to 
improve the matters but they disappeared as soon as they made appear¬ 
ance. 'The Queen sought the advice of Sir Thomas Gresiiam in the 
matter. Sir '’Thomas opined that bad money always drives good money 
out of circulation ; and currency could be improved only by withdrawing 
all the bad coins from circulation. The tendency of bad money to drive 
good money out of circulation is known as Gresham's Law. 

Scope of the Law 

'This law is applicable in the following three cases : 


(1) ^ // coins of the same metal but of varying weight, or quality, 
or both, circulate together at the same nominal value, the xuorse coins will 
tend to drive the better ones from circulation. XTne good coins disappear 
because some of tiiem are kept back from circulation or hoarded, waile 
others arc melted down, exported or fraudulently depreciated in weight. 
Most men, although they gain nothing by it, have a lurking inclination 
to keep a brand new coin and give out tiie depreciated or debased coin 
wJien both have the same value.' '"I’hose who hoard money prefer go^d 
coins for hoarding since their metallic content is greater tiian that of 
bad coins. Those who want to melt coins, similarly prefer the good 
coins for the same reason. Again, those \sho want to pay foreig .ers, 
■export good and full-weighted coins, and not bad ones, because fore¬ 
igners value coins according to their weight. Finally, fraudulent per¬ 
sons, with very slight risk of detection and with certain proht f 
themselves, clip and sweat the newer coins so as to reduce them to the 
general level of those in circulation. 


/wo/>rec,c/«r metals be circulated at a fixed ratio 
of exchange with one another, the over-valued mctel (at the mint) will tend 
to drive the under-valued metal from circulation, buppose in a counlrv 

^ bupposc the market valuc of gold and 

bccomes l G-i^s’'' iV.r""''' '"f' ''■“-= “i- 

6 A very good illustration of this type i» orovide,! ri i 
at the tirjieof the treaty of 1838 between currency 

»Dil Japan. 'J'he . most valuable^^pa'net^'c'om'wr*^^^^^^^ 
current Japan for four s.lvcr but was 
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(3) If an inconvertible paper currency be issued in excess of the 
normal requirements of the country, it toill tend to drive precious metals ft^m 
circulation. An abnormal increase in the amount of inconvertible 
paper currency, which is obviously bad money, tends to drive metallic 
coins, which are good money, from circulation. Metallic coins are 
either exported or hoarded or melted down’. 

Limitations of the Law 

The Law has three limitations : 

(1) It is* applicable to standard money whose face value is 
equal to its intrinsic value, and to paper curency only. It is not 
applicable to token coins. Since the face value of the token coins is 
higher than their intrinsic value, they are bad coins as against stondard 
coirs. But there is no competition between the standard and token 
coins since thev satisfy altogether different types of currency demands. 
As such, though token coins are bad coins, they do not displace standard 

coins. 

(2) If the total currency of the country does not exceed her 
normal and legitimate requirements, the law will not operate ; since 
all the coins, good, bad or indifferent, are needed for circulation, the 
value of each coin as coin will be higher than its value as bullion. But 
if the total currency exceeds the legitimate requirements good coins will 
be withdrawn to the extent of the excess. 

(3) Bad money will fail to drive good money out of ciroilation 
in case the community as a whole refuses to accept and to circulate bad 
money for exchange purposes in view of its worthlessness. 


INTERMEDIATE QUESTIONS 


1. Examine the Quantity Theory of Money and state how far the theory 

can be modified. (Andhra, I. A.. 19S0). .. . . . 

2. Discuss the different types of Gold Standard, explaining its advant¬ 
ages as well as disadvantages. (Andhra, I. A., i95U). 

3. State and discuss Gresham’s Law. Explain the vwious cases where 

it operates and indicate its limitations. (Bombay, 1. A., iv+u). 

4. Write a note on Gresham’s Law. (M. B., I. A., 1952). 

5^ Write a short note on Gold Standard. Patna, I. Com., 1950). 
f.. Write short notes on (<?> Gresham’s Law and its Limitations, and 
(il Gold Exchange Standard. (Patna, I Com., 1949). 


Ifi. whereas the silver Ttxebus was equal only to about Is. 4rf. Thus the 
Japancsr wrre estimating their gold money at about one-th.rd as cstimjued 
according to the relative values of the metals in other parts of the world. The 
earliest European traders trebled their money bv buying up the Kobane at the 
native rate and selling it abroad, until the natwe. perceiving what was l^ng 
done withdraw from circulation the remainder of gold. See Laughhn, Pnn 
ciples of Money, for such interesting historical examples. 

7 Exports of metals, it mav be noted, take place automaticallv. Ab¬ 
normal increase in the volume of currency raises prices all round- Other 
countries find it profitable to sell their goods in this country, resulting in an 
export of predous metals, to pay for the imports of goods. The ensuing •car- 
city of coins encourages hoaj-ding, thus reducing the stock of gold to arculation 

drastically. 
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7. What are Index Numbers ? How are they constructed ? (Poona, 
I. A., 1950). 

8 . Explain the Quantity Theory of Money. (Poona, I. A., 1950). 

9. What do you understand by the Gold Standard ? Explain iu differ¬ 
ent forms. (Poona, I, A., 1949). 

10. How is the value of money determined ? (Raj., I. Com., 1951). 

11. State and explain Gresham's Law. Consider its application to 
paper currency. (Travancore, Int., 1943). 

r 12. What is meant by the term “ value of money " .> “ The value of 

Money js determined by the demand for and the supply of money.” ExpUin 
i V5 j ). 


CHAPTER 45 

CREDIT AND CREDIT INSTRUMENTS 

Credit is a consequence not a cause , 'tia the oil of the wheel, the marrow 
of the bones, the blood in the veins, and the spirit in the breast of ail Trade 
and Commerce in the world. 

§ 1. CREDIT 

Meaning and Definition of Credit 

The word ‘credit’ has various meanings and is used in a variety 
of senses. It has an economic sense, a business sense, an accounting 
sense and a general sense. 

(fl) Its Economic Sense. We usually speak of a cash transaction 
and a credit transaction. By cash transaction we mean a transaction 
in which cash is paid at the time of the purchase of a commodity or 
service. Credit transaction, on the other hand, implies a transaction 
in which the payment of cash is postponed to a future date. In this 
sense, winch is the economic sense of the term, credit implies the post¬ 
ponement of payment, jevons aptly describes credit as 'nothing but 
the deferring ot a payment’. 

(b) Its Commercial Sense. In commercial parlance, the word 
‘credit’ generally signities the financial reputation of a businessman or 
a business house. Credit of a businessman is based on (») his business 
ability and (») his honesty. It the credit of a businessman is good, he 
can borrow large sums, a privilege denied to a man of little or doubt¬ 
ful credit. This implication of the word ‘credit’ is closely related to 
its economic sense. 

(e) Its Accounting Sense. Accountants use the word credit to 
mean the right-nand side of a ledger account. 

(d) Its General Sense. Credit, in ordinary language, also 
means ‘trust’ or ‘praise’. 

It is, of course the economic sense of the term ‘credit’., which 
if of special importance to the student of Economic and in which 
it is habitually used by economists.^ 

Essentials of Credit 

Credit involves three essentials : 

(1) Exchange or Transfer of Value. The exchange or Uansfer 
of something valuable from one party to the other is an essential element 
of credit. Unless some goods or services have been transferred 

1 Credit has been defined by various writers in different ways. For ^ 
instance, McLeod speaks of credit as the Present Right to a Future Pa.rocnt. 

L. Walras call credit as * the lending of capital.’ Carlo F. Ferrares regards : 
credit as ‘ the whole of those vcon.>mic conditions because of which men con- ! 
sent to make payments in the present un tne promise of repayment in the future.* j 
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party to the other, the question of the postponement of payment (i e 
credit) cannot arise.* ^ * 

(2) Time. Time is involved in credit. In other words, every 
credit transaction involves futurity. It is, of course, the postpone¬ 
ment of payment to a future date which makes a transaction ‘credit’ 

ransaction. If the payment is made immediately it will become a casli 
transaction, pure and simple. 

(3) Confidence. The most important and basic element of 
credit is confidence. Unless one has confidence (a) tnat the borrower 
IS carrying on a profitable business in an cificient way, so tiiat ne would 
have the wherewithal to pay back the money at a future date ; and (b) 
that he is honest and would be willing to pay back nis liability wiien ne 
he is able to do so one would not grant credit. Confidence, Wiiich 
IS based on tnc economic and moral qualities of the borrower, is tne 
fundamental basis and the most important clement of credit.® 

Importance and Utility of Credit 


The importance of credit in the present age is too obvious to need 
detailed discussion. If you carefully see all around you, you will find 
thatinevery walk of economic life credit plays a vital part. Taerctailer 
purchases goods from the wholesaler on credit. I’ac wholesaler, in 
his, turn, gets credit from the manufacturer. '^I'nc manufacturer, 
again, gets capital, raw materials, etc., on credit. In tnis way tlie entire 
economic structure is hound together by the string of credit. Tnat is 
why the failure of one lirmisoften the forerunner ol tnc failure of otaer 
firm operating in similar and dissimilar business fields alike. Large- 
scale production, which is one of the most remarkable cnaractcrisucs 
of the present age, has been made possible by credit in a very definite 
sense. Again credit institutions {i.e., bank) and credit instruments ii.e. 
>yritten evidences of credit transactions wnicii are used more or less 
like coins and currency notes sucli as cheques and bills of exenange) 
are vital constituents of tlie economic structure of a country. I'ne 
importance of credit can, therefore, be easily realised. 

I’lie main advantages of credit are tlie following : 

(1) Credit gives rise to credit instruments wnich serve tiio purpose 
of metallic currency. This is advantageous in tnree respects ■ (u) 

Credit instruments constitute a cheaper medium of exchange taan metal¬ 
lic coins, {b) Credit instruments arc more convenient man metallic 
jnirrcncy. hor instance, a cneque of Ks. lUU can be easily written 
but the counting of coins worm Ks. lOU and tne ascertaining tnat Inev 
ar e all genuin e, takes much time, (c) Metallic coins cannot fully 


of writers mention amount as an element of credit instead 

ol excluinge. Ihc amount is, however, vaaue. mexniessivc an.l .>» i . i 
incarnnK and in my opinion ii should not be used in me present eoaiext 

3 Ihc element ul cunlidcncc j$ so important that * credit ' mstt/ .* i j 
by »omc writers to that belict m a man's prooity and solvency wmen wiM 
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meet the currency requirements of the present-day society and credit 
instruments fill the gap with great efficiency. 

(2) A natural corollary of the foregoing utility of credit is that 
it makes the tr(msmissio7i of money to distant places cheap and easy. If 
you have to pavyour creditor at ^Madras Rs. 1,000 you can send silver 
coins ; hut much time, labour and money will be saved if you send him 
just a bank draft’ of that amiount. 

(3) It mckvs possible the collection of unspent part of the incomes 
of the people. Barks mobilize the financial resources which might 
remain idle otherwise, by offering attractive rales of interest. The 
liabit of thrift in thus inculcated in the masses. 


(4) Tlte \ ast reservoir of capital formed by collecting tiny stream¬ 
lets of personal savings is allowed to tlow out into the hands of entre¬ 
preneurs with brain and acumen but without adequate capital or 
carrying on business, ^‘hus credit encourages production. Not only 
this ; but by enabling payments to be postponed till it is convenient for 
the borrower to make them, it also diminishes difficulty and hardship. 


(5) Credit minimises price fluctuations, ^^ hen a boom is immi¬ 
nent and prices are looking up, a check on credit expansion is likely to 
to keep prices stable. On tlie other hand, if a depression is about to 
set in and prices are going dow n, an expansion of credit might prevent 
its occurrence. Again, when trade is reviving slowly after a period 
of depression gradual and systematic expansion of credit may be ex¬ 
pected to bring up tlie prices to rhe pro-depression level. 

(6) Credit enables governments to obtain funds witli W'hich to 
meet emergencies when no other means arc available for the purpose. 

(7) Credit enables individuals to fide over temporarv financial 
difficulties. For instance, it makes possible the purchase of goods for 
consumption purp<ises pending the receipt of income. 


C T' dit, wldcli is the source of so many benefits and advantages^ 
isalsoaitciul.dwith some dangers. Credit is subject to human control, 
and if that control is not exercised witli caution anel intelligence, grave 
repereusMonsarc likely to follow. The main dangers arc the follow'ing ; 

{!) 7 he ficbilit^y of credit to be {<!sued in excess is its most impor¬ 

tant e!isad\ iint.ige. "I he issue of cTcilit is a profitable job—the large 
and more numerous the loans a banker gives, the more the interest 
it earns ; and tlie larger the credit a businessman allows, the higher 
the sales he makes. As sucii. tliere is always the danger of its being 
overissued beyond the legitimate business requirements. The danger 
becomes particularly great during the time of business prosperity when 
unwise credit expansion often leads to excessive zeal, over-production 
and speculation. To safegutird against this danger, the institution of 
Reserve or Central Bank has been devised. 


4 A Bank Draft is, in simple lanRusRe, a Iciur given bv one bank office 
to Its own branch or Head Uthce or correspondent situated at’some other place 
instructing it to pny a dehime sum of money to the person therein named. 
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(2) Credit may enable a man of doubtful ability to start m specula- 
tive and unprofitable business, only to ruin himself and others who have 
granted him considerable credit. Again, a businessman may con¬ 
tinue a losing business with the help of borrowed capital. He m.iv 
in this way disguise his financial weakness and increase his fin.incial 
commitments only to make the consequences of his eventual failure 
more widespread and disastrous. Fortunately people have become 
alive to this danger and a thorough investigation at the time of giving 
credit is found to be a dependable safeguard. 

(3) Credit enables consumers to obtain money which they often 
squander away recklessly and become financial wrecks. In our own 
country, a fair share of the rural indebtedness is the result of the l.^or- 
rowing of money for consumption purposes. 

(4) Modern credit organisation leads to the formation of monopolies 
and combination and to central control, which use unfair methods of 
competition to crush their competitors, increase prices and exploit 
labourers. This danger is sought to be checked bv laws against unfair 
competition and combination. 


§ I. CREDIT AND CAPITAL 

Whether credit is capital or not, is an oft-debated point. There 
has been some difference of opinion among economists on the subject • 
and though the controversy is of a theoretical nature and has, therefore’ 
now been relegated to the background, it has not been made abso¬ 
lutely free from the fog of confusion. 'Capital’ as we have already 
studied, is that part of wealth which is used for further production of 
wealth. To decide, then, whether credit is capital or not, two ques¬ 
tions arise : * 


(i) Is credit wealth ? 

(/V) Is it used for further production of wealth > 

(.•) We have defined credit as po.tpomment of pay,,,,n! ; it is an 

abstract concept. In this sense, we cannot say that credit has utility 

or .8 scarce, or is transferable ; in fact, tl.e statement does not seem to 

make sense. To argue it differently, wc want credit not for its own 

sake, but for the sake of the things and services that we can acquire f 

we are given credit. Hence credit in itself has no utility. lemce 
credit IS not wealth. umity. ncnct. 

e e ^s ."edit is not Wealth, it cannot be capital. Hence the 

docs not satisfy a want directiv • xi.fv ^ ‘ ^ credit instrument 

for its own sake. Bufsin^e a t;d kins, 

things which possess utility, we warn crediT"Now ^ 

strument docs not satisfy a wan, "‘=dit. Now, since a credit in- 

it is not wealth, !t cailno"; be capitol Se^H^ ^ 'f 

constitute capital, ^ instruments, then, do not 
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Credit Helps in the Creation of Further Capital. But while 
credit or a credit instrument does not in itself count as capital, it cer¬ 
tainly helps to create capital. 

Credit Transfers Capital. The true function of credit is to trans¬ 
fer capital from one person to another. If A gives credit to B, then 
A gives up the use of the purchasing power and B acquires the right 
to use that much of purchasing power. If you give me a loan of 
Rs. 200, you forego the use of Rs. 200 and I acquire the right to use 
it. In this sense, then, credit is said to transfer capital. “Credit”, 
according to Ricardo, “does not create capital, it only determines by 
whom capital should be employed.” Similarly Mill said that ‘ credit 
being only the permission to use the capital of another person, the 
means of production cannot be increased by it but only be transferred . 

For instance, let us assume that some resources are lying idle. 
Later on they are given on credit to a producer who might bring the 
idle resources into action and may thus augment capital. Here we 
can say that credit augments capital. But it does not necessarily create 
capital in all cases. 

Our conclusions, therefore, are that (*) credit is not capital ; 
(ii) a credit instrument is not capital ; {in) credit serves to transfer 
wealth or capital; and (jV) credit does not necessarily increase capital. 

This statement needs a word of caution. Credit transfers capital; 
but it may transfer only wealth. Take the case of X who gives a loan 
of Rs, 200 to Y for consumption. In this case wealth is transferred 
from X to Y. Credit tluis transfers wealth in this example, not capital. 
It must not, therefore, be supposed that credit always transfers capi¬ 
tal; it may also transfer wealth. 

Does Credit Create Capital ? Sometimes credit creates capital. 
Sometimes a man possessing a certain amount of wealth has no use for 
it. It is not capital to him. He might give it on loan to another 
man who might use it productively. In such a case credit converts 
wealth into capital, or creates capital. 

Credit Mechanism 

In these days of enormous credit and efficient organisation, a 
well-organised credit mechanism has been set up to make credit 
arrangements easy, convenient and safe. Its two important constituents 
arc: (u) Credit instruments which arc written evidences of credit tran¬ 
sactions, e. g.. Bills of Exchange, Promissory Notes, etc., and (6) 
Credit instruments, e. g., Banks which receive deposits and lend money 
to the borrowers. 

§ 2. CREDIT INSTRUMENTS 

Meaning 

In modern society, credit transactions are evidence by written 
documents containing an undertaking to pay a definite sum of money. 
They arc known as credit instruments. The important credit instru¬ 
ments are promissory notes, bank notes, bills of exchange, cheques 
and hundis. 
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Credit Instruments and Money 

Credit instruments are given and accepted in discharge of debts 
iust like money; but there are certain points of difference between 
money and credit instruments : (1) Money is always legal tender : a 
debtor can legally compel his creditor to accept it in due discharge of 
debt. Credit instruments, however, do not enjoy this privilege. 
(2) Because of the legal tender character, money is generally accept¬ 
able. A shop-keeper accepts rupee coins from the buyer because he 
knows that others would unhesitatingly accept them. / This is not 
the case with credit instruments. A person accepts a clieque or a 
hundi f^'orn another only if he is confident that the cheque or the hundi 
with be duly honoured. In the absence of this certainty, he will refuse 
to accept it. Credit instruments are, therefore, only cipeew/Zy accept¬ 
able. (3) Finally, credit instruments arc written undertakings to pay 
money and must necessarily be different from money. Ihey are, in a 
limited sense, substitutes for money. 

We shall now discuss the chief forms of credit instruments. 
Promissory Notes 

Definition. A promissory note has been legally defined as an 
instrument in writing (not being a bank note or a currency note) 
containing an unconditional undertaking, signed by the maker to pay 
a certain sum of money only to or to the order of, a certain person or 
to the bearer of the instrument. 

Parties to a Promissory Note. There are two parties to a 
promissory note : (a) the person who makes and signs the note and 
thereby undertakes to pay, called the maker ; and (Z») the person to 
whom money is to be paid, called the payee. 

Demand and Time Promissory Notes. A promissory note con¬ 
tains a promise to pay money either on demand when it is called a 
Demand Promissory Note, or after some time when it is described as 
a Time Promissory Note. 

The notes issued by the Reserve Bank are promissory notes but 
they have been specially excluded from the legal definition of the term. 
Promissory notes, other than Bank notes or Currency notes, arc written 
on stamped papers, the value of the stamps being ad valorem, i.e., varies 
according to the value of the document. The following is an 
example of a promissory note : 

July 13, 1957. 

St mp Rs 300 only. 

Two months after date, I promise to Pay to Messrs 
Ramji Lai Shyamji Lai Co., or order, the sum of Rupees 
three hundred only, for value received. 

For Narayan Press, 

__ _ (Sd.) G. P. Tiwari. 
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Bank Notes and Currency Notes 

Bank notes or currency notes are promissory notes, as they con¬ 
tain the promise of the Government or the Central Bank to pay a 
certain sum of money on demand to the bearer of the instrument. If 
a note is issued by the Government, it is known as Currency Note ; but 
when it is issued by the Central Bank, it is known as the Bank Note. 
Bank or currency notes, though credit instruments, are in fact money 
since they are always legal tender. As such, notes differ from other 
forms of credi: instruments in all the respects in which money differs 
from them. 

Bill of Exchange 

Definition. A bill of excliange is legally defined as an instru¬ 
ment in writing containing an unconditional order signed by’ the 
maker, directing a certain person to pay a certain sum of money only’ 
to, or to the order of, a certain person, or to the bearer of the instrument. 
In simple words, a bill of exchange is an order from a creditor to the 
debtor to pay a certain sum of money’ to himself or to a specfiecl person 
or to t e bearer. 


Parties to a Bill. There are three parties to a billof exchange — 
the drawer, the drawee and the payee. The person who draws or 
makes tl^e bill, i.r., the creditor, is called the drawer ; the person on 
whom the hill is drawn, i.e., the debtor, is called the drawee ; while the 
I'erson \\ho is authorised in the bill to recei\e the payment is known 
as the [>aycf. 

Demand and lime Bills. A bill of exchange may’ be payable 
on demand when it is known as Sight or Demand Bill, or it may be 
payable after a specified period when it is known as Time or Usance 
Bill. In the case of 1 ime Bills, three days of grace arc added to the 
specified time in order to arrive at the due date. No such days of grace 
are allowed in respect of Demand Bills. Time Bills must pay an 
ad -calornn stamp duty which is not charged on demand Bills. 

Acivptancc. A tinte bill, after it is properly written, is present¬ 
ed to the acceptor lor his acceptance. He accepts it by writing the 
word. ‘ accepted” on the face of the bill with the signature below it. 
Alter acceptance a bill becomes a pukka document binding on the ac- 

as Acceptance. The following is an example 

of a l>iu ot e.xchange. 


Rs. 700 



.Mlahahad. 

. . April 15, 1957. 

Iwo months alter sight of this bill, pay to me 
or my order the sum of rupees seven hundred 
only for \alue received. 


To 


The Krishna Press 
Allahabad. 


For Kitab Mahal, Allahabad, 
S. Niwas, 
Proprietor. 
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This bill has been drawn by the Kitab Mahal (the drawer) on 
the Krishna Press (the drawee). Kitab Mahal is specified as the 
payee. The bill will be accepted by the drawee by writing the word 
“Accepted” with his signatures across the face of the document. 

Inland and Foreign Bill. A Bill of Exchange is used not only in 
respect of inland dealings but also in respect of international dealing. 
The former type of bill is called the Inland BUI and the latter, the 
Foreign Bill, Foreign Bills render an important service in tiic business 
community. If metallic coins were to be used for paying foreign cre¬ 
ditors, two difficulties will arise : Firstly, foreigners will refuse to a-cept 
coins on their face value since they are not current in their own country. 
They will accept them only as bullion. Secondly, much time, labour 
and money will be wasted in shipping coins from country to country. 
These difficulties are solved by the use of Bills of Exchange. The 
London creditor may just draw a bill on his Calcutta debtor and 
sell it in London to a man who has to mike payment to his Bombay 
creditor. The London creditor thus gets his money immediately 
from a Londoner. The latter sends this bill to his Bombay creditor 
who presents it to the Calcutta debtor (the drawee) and receives pay¬ 
ment from him. Tnus acciunts are settled witiiout a single pic being 
shipped from either ountry. 

The diagram given below shows how accounts are settled ; 


London 
A — 
Cre Jitor 
(To receive) 


—.Veceptance- 

(given to A) 


Calcutta 

-B 


Debtor 
(To pay) 


Bill 

(sold by 
A to C) 


Bill 

(paid by D to B) 


C 

Debtor - 
(To pay) 


-Bill- 

(sent to D) 


r 

D 

Credii<jr 
(To receive) 


It is the balance of the mutual indebtedness of the two caun- 
tnes which alone has to be liquidated by shaping metal or coins. 

A Bill of Exchange and a Note 

nificant^rcsplci''!'^"^'' "" currency or bank note in sig- 


Bill of Exchange 

(I) It has tliree parties—drawer, 
drawee and payee. ' 


Note 

(1) It has only two parties — 
issuer and payee. 
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(2) It is an order to pay. 

(3) It requires acceptance by 
drawee. 

(4) It may be issued by anybody. 

(5) It is not Icfral tender and is 
not a part of currency. 

(6) It may he demand or time. 

(7) It cannot be re-issued. 

(8) It is not subject to special 
restrictions (except whose 
imposed by the Negotiable 
Instruments Act). 

(9) It is very important in 
making foreign payments. 

(10) A bill may be drawn in a 
set of three. 


(2) It is a promise to pay. 

(3) It does not require accept¬ 
ance. 

(4) It is usually issued bv the 
Government or the Cen¬ 
tral Bank. 

(5) It is legal tender and is a 
part of currency. 

(6) It is always demand. 

(7) It can be re-issued. 

(8) It is issued under special 
Act. 


(9) It is not so important. 

(10) It is not so drawn. 


Cheque 


Definition. A cheque is an instrument containing an uncondi¬ 
tional order signed by the depositor drecting his banker to pay on 
demand a definite sum of money to himself or to the person named 
tl)crein or the bearer of the cheque. Legally it has been defined as 
a bill of exchange drawn on a specified banker, and not expressed to be 
payable otherwise than on demand. In other words, a demand bill of 
exchange drozvn on a banker is knorvu as a cheque. 

When a depositor opens a current account with a bank, he is 
given a cheque book. Wlicnever he desires to n-ithdraw money 
himself or to make payment to some other person, he fills in a cheque ; 
and cashes it with his banker or gives to it the other person who cashes 
It \yith the banker. Banks have now begun issuing cheque books to 
savings bank depositor also. 


Parties to a Cheque. Like a bill of exchange, a cheque has three- 

parties, viz.. (1) drawer, the depositor who ^^Tites the cheque; (2) the 

drawee, the bank on whom the cheque is drawn ; and (3) the payee 

the person specified in the cheque for receiving payment. Cheques 

are of three kinds : bearer cheques, order cheques and crossed 
cheques. 

.• . A bearer cheque is made payable to the bearer,^ 

ment TlmbJnV” f "ho it to the bank for encash- 

i, Thp bank is under no liability to ascertain that the payment 

IS made to the right person. If a man finds a bearer cheque Wing on 

a street and gets it encashed by the bank, the latter is not liable®for 
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the wrong pajroent. Bearer cheques do not require endorsements. 
The following is an example of a bearer cheque : 


No. A 5302 


only. 


Allahabad. June I, 1957 
IMPERIAL BANK OF INDIA 
Allahabad 

Pay to Dr. R. Dubey or bearer rupees five hundred 


Rs. 500. 


For Kitab Mahal, Publishers, 

S. N. Agarwala, 
Manaper. 


Order Cheque. A cheque made payable to a certain person “or 
order” is called an order cheque. In the case of an order cheque the 
bank is liable to ascertain that it is paid to the right person. If the 
payment is made to a wrong person due to the negligence of the bank, 
it shall be responsible for wrong payment. An order cheque must also 
be endorsed at the time of its transferability. Endorsement is effected 
by signing the name on the back of the cheque. In the absence of an 
endorsement, the transference of the order cheque will be invalid. 


Crossed Cheque. Sometimes two parallel and transverse lines 
arc drawn across the face of a cheque with or without the words “A/C” 
or & Co. etc. ^ch a cheque is known as a crossed cheque. A cross¬ 
ed cheque cannot be encashed at the counter of the drawee bank The 
bank on whom it is drawn shall pay it only to a bank. When a man 
receives a crossed cheque, he usually deposits it with his own banker 
who collects It from the drawee bank. Such cheques are absolutely 
safe as chances of wrong payment are evidently minimised. 


A Cheque and a Bill of Exchange. 
of difference between a cheque and a b 


The following are the points 
ill of exchange. 


Cheque 

(1) It is always drawn on a 
banker. 

(2) It is not accepted. 

(3) It is always payable on 
demand. 

(4) It is used, generally, for 
internal circulation only. 

(5) It may be crossed. 

(6) The drawee is not bound to 
pay, and will not 'pay, in 
case of any irregularity. 

(7) The^ bank is protected 

against forged endorsement 
of a cheque drawn on him. 


Dill of Exchange 

(1) The drawee may not be a 
banker. 

(2) It is accepted, unless it is a 
demand bill. 

(3) It may be a demand or a time 
document. 

(4) It is a very important means 
of settling international in¬ 
debtedness. 

(5) It is never crossed. 

(6) The drawee who has accepted 

it is bound to pay it under 
any ciraimstanccs. 

(7) Tlie bank which pays a bill 

containing a forged endorse¬ 
ment cannot debit the ac¬ 


ceptor for the amount. 
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(8) Any delay in the present- (8) If the (time) bill isnotpre- 
ment of the cheque to the sented on due date, drawers 

bank does not free the and endorsers become free 

drawer and endorser from from liability', 

liability unless the bank 
fails in the meantime. 

A Cheque and a Bank Note. The following are the points of 
•difference between a cheque and a bank note : 

Cheque Bank Note 

(1) It is not legal tender. (1) It is legal tender. 

(2) It is an order to pay a cer- (2) It is a promise to pay a cer¬ 
tain sum of money. tain sum of money. 

(3) It may be hearer or order. (3) It is always bearer. 

(4) It is drawn bv a depositor. (4) It is made liy issuing 

authority—the State or the 
Central Bank. 

(5) It may be crossed. (5) It is not crossed. 

(6) Its life is short as it does (6) It has long life as it inspires 

not insprie confidence in all. great confidence in all. 

i 'h qiiis in Backward Countries. Cheques have many advan- 
tai^es. They constitute a very cheap mediun^ of exchange ; their 
volume varies directlv and automatically with currency require¬ 
ments ol the countrv ; and they have manv other merits besides. It 
is unfornmate that in backward countries the use of cheques is not well 
developed. 'The following are the means by which the practice of 
using cheques can be extended in such a countrv ; (1) The masses 
(d sucli a country are mostly illiterate and cannot write cheques. At¬ 
tempts must be nutde to spread education among them while banks 
sho\ild dev ise some method of enabling even the illiterate to draw 
olu■que^. (2) .\t present cheques arc usually written in English. All 
persons do not know English, which prevents the use of cheques on 
a large scale. Attempts must be made to persuade or compel banks 
to make use ut vernaculars. (3) B.inks should provide facilities for 
prompt enc.ishment of chc<.|Ues at the counter. Traders and other 
eustomer.s sliould be ei\cv)uraged bv batiks to use cheques. (4) Joint 
stock aiul co-operative b.inks should allow money to be withdrawn 
Irom s.iviiigs bank accounts by cheques. Cheques should be accepted 
in payment of land revenue, local rates and taxes. (5) The Government 
‘‘lul loc.ii I'odies sliould also make payments through cheques. (6) 
Big Ivanks should adopt the policy of charging low rates of commission 
on up-country cheques. (7) Finally, extension of banking facilities is 
likely to encourage cheque liabit. 

Bank Draft 

A bank draft is a cheque drawn by one bank upon another 
hunk or its own brunch situated ut u dittcrent place, requiring it to 
pay a certain sum of money to a specified person or to his order or to 
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the bearer. A bank draft may be inland or foreign. Usually persons 
■\vho have to make payment to distant creditors go to their bank to 
obtain a bank draft. They have to deposit with the banker tlic amount 
to be remitted plus a small commission. Draft is then issued which is 
sent to the creditor concerned who gets it encashed. 

Hundi 

Definition. Hundi is the oldest surviving form of credit ins¬ 
trument in this country. In simple words, a hundi can be defined as 
a written order, usually unconditional, drawn by one person on an¬ 
other for the payment, on demand or after a specified time, of a certain 
sum of money, to a person named therein. A hundi is not quite an 
Indian bill of exchange as the existing text-books often make it out t<j 
be®. A bill of exchange is always an unconditional order wnile a hundi 

is sometimes conditional. 

Functions of Hundis. Hundis play a very importint part in the 
financing of the internal trade of this country. It is a convenient form 
of remittance of money from one place to another. It is also used for 
getting advances. A merchant in need of funds sometimes draws a 
hundi on his agent or some other person or firm with whom an arrange¬ 
ment is made beforehand, and gets it discounted at tlie bank. But t)ie 
hundi docs not occupy the same position in India as the bill of exchange 
does in England. A hundi docs not contain anvthingto show that it 
is drawn against commercial goods and, as such] banks do not readily 
accept it. Usually they require endorsements of well-known bankers 
on it. 


Sub-divisions of Hundis. A hundi miy be darshani, i.c., payable 
on demand, or muddati, i. e., payable after a spjcifi.-d pcrio.l. barshani 
and Muddati hundis are sub-divided into : (i) Ohanij,g Hundi Dha- 
nijog hundi is payable to the Dhani or possessor or bearer Tae bank 

somehow the payment is made to the wrong person. 
00 f/ia ijog hundi IS payabk- to 'Shah', U., to a rcspnotable parson. 
1 In; bank which pays a S/,a/,jog hundi is responsible to see that the nre- 
senter is the proper person to receive the payment. The S/J/,jog 
hundi IS like a crossed cheque, the only difference being that such i 
cheque may be Pjud to a third party through a hank wliile the hundi i's 
only to the special S/m/i. (,„) Firmanjog Hundi. This is made payable 

to order , the word hrman meaning order, (fu) Dskfmndar 1 land, 
It is payable to bearer. 


SPECIMEN or A IIU.NJDI 

Om 

N umber 345 

r .iri; .Sr" 

5 Dr. L. C. Jain, Indigenous Banking. 
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hank Limited mas miti Bhadon sudi Naumi se din 60 sath pichche nam9 
shahjog Hundi chalan Kaldar diya^ miti Bhadon sudi 9, Samwat 1978. 

TRANSTATION 

Om 

To Messrs. Navm Narain Sri Narain of the pleasant and prosperous city 
of Allahabad, Sri Niwas Sri Murari send their preetincs from Etah. Further, a 
hundi rf Rs. 250, in words Rupees two hundred and fifty, the half of which *» 
one hundred and twentv-five, pay the double of this to the Mahalaxmi Etah 
Bank. Limited, from Bhadonsudi 0 after 60 days in current money with Em¬ 
peror’s head after due inquiry. Bhadon sudi 9, samwat 1978. 

Explanation. This is a time Shahjog hundi. IMessrs Sri 
Niwas Sri Murari are the drawers : Messrs Navin Narain Sri Narain 
the drawees ; and ^lahaluxmi Etah Bank, Limited, the payee. The 
Hundi is written for Rs. 250. 

INTERMEDIATE QUESTIONS 

1. Write a note on cheque. fM. B., I. A., 1953). 

2. \\T»at do vou mean by credit ? Name some common instruments of 
credit. Can credit create capital ? (M. B., I. Com., 1952). 

3. Explain the principal instruments of credit. Give specimens of any 
two of them. (P. B., I. Com., 1952). 

4. What do you mean by credit money ? Why do we use this kind of 
money ? (P. B., I. Com.* 1950-A). 

5. Write a short note on a Crossed Cheque. (Pun., India, Inter., 

1949). 

6. Write a short note on Bill of Exchange. (Punjab, India, Inter 

1948). 

7. ^^*hat is credit ? Discuss the advantages and disadvantages of credit 
money. (Raj., I. A., 1952). 

8. What is a bill of exchanger ^\'hat part does it ptav in business ? 

(Tra.. Inter., 1943). ' 
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CHAPTER 46 

BANKS 


I was discussing the Bank Return with the Governor of the Bank during 
the war, and mentioned that there was only one line of it which I thought I 
understood, ‘ Gold Coin and Bullion/ The Governor, with a twinkle in hia 
eye, replied, “ Mr. Leaf, I do not think you understand even that.”— Leaf. 

Bank is an institution which deals in money and credit ; it is 
often styled as a cr^it institution. • We shall briefly study this vitally 
important limb of modern economy in this chapter. 

Definition of Bank 

Banks perform a large variety of functions in the modern society. 
As such, the word‘Bank’has been defined in numerous ways according 
to the aspect, or aspects, specially emphasized by writers. Tlte simp- 
lestdefinitionof the word ‘Bank’ is the one which emphasizes the essen¬ 
tials of the institution. A bank, as everybody knows, receives deposits 
from those who want to commit their wealth to safety and also earn 
some interest ; in other words, it borrows money. It also lends money 
to the needy. The borrowing and the lending of money are its essen¬ 
tial functions. It may, therefore, be defined as an institution wliich 
borrows and lends money. As the purchase and sale of the use of money 
arc credit operations, economists usually define banks as institutions 
dealing in credit and money^^. 

Functions and Utility of Banks 

The modern bank performs numerous functions which throw 
light on the variety of the services it renders to the modern civilized 
society. They have been rightly styled as the “nerve-centre of the 
modern world”. These functions can be conveniently divided into 
three classes : (1) Primary Functions, (2) General Utility Functions 
and (3) Agency Functions. ’ 


(1) Primary Functions. The primary and essential functions of 
a bank, as is evident from the definition of the word ‘bank’ are two* 
The borrowing and the lending of money. A bank borrows money 
with one hand in order to lend it with the other ; and this essential fea 
turc of this business remains the same whether the bank is a vast joint 


1 Some authorities on banking give importance to the maintenanre nf 
current account. Thus Hart says, ” A banker is one who iT ,k! ^ 

course of his business, receives money which he rcoavs bv hono 
sons from whom, or for whose account^ he receives it "LHm Law 
Some economisu maintain that the diversity of modern of Banking. 

order to satisfy the changing needs of our d^ami?.ou?tv 
at an exhaustive definition of the terra bank. ^ We should describe 
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Stock organization with a wealth of resources and network of branches 
and agencies, or a comparatively small private bank or “a pioneer bank 
a new countrv. with a stock-in-trade consisting of a tent, a safe, a 
trestle table and a revolve.” 

The Borroti'itig of Money, Banks borrow money in the 
shape of deposits. Persons liaving money but faced with the problem 
of its proper investment or safe custody, deposit it with banks and, 
in many cases, receive interest. 

Money may be deposited in a Current Account or a Fi.xed Deposit 
Account or a Savings Bank Account. In the case of a Current Account, 
the deposited monev may be withdrawn by cheques whenever necessary 
and no notice need be given to the bank. Usually no interest is given 
on current deposits, unless a n\inim.um b a l ance of a considerable sum 
is maintained. In the case of Fixed fjeposit Account, the dc’posit 
is made for a lixed period and is not withdrawable before the expiry of 
that period. An attractive rate of interest is given on such deposits. 
In the case of a Suvini^s Bank Account, money deposited may be with¬ 
drawn with cert.tin limitations ; for instance, in Post OfTice Savings 
Bank Deposits. will <irawals may be made only once a week and if a 
large sum is to be withdrawn, previous notice to the Post Office is neces- 
sar\’. Such dt posits ciirr\’ a moderate rate of interest. 

This fijiu'ti<’n of the bank encourages people to save money. 
When it is knovn that an easy and convenient means of safe and 
profitable uivcstnKnt of money in the shape of deposits is available, 
people V. h(t would liave otherwise spent all their income or hoarded it 
undercrfiund. do not do so. I'hcy begin to take pleasure in seeing the 
balance of their Bank Pass Book increasing in amount through deposits 
and interest. 


{h) The Leiidini> of Money. The small deposits received by 
banks together constitute a huge amount. This is lent out by the 
l)anks to capable agriculturists, industrialists and businessmen who 
it in ihcir ventures to their own profit and to the economic 
advancement of the country. The tiny streamlets of individual 
savings tluv ing into bank, wnilts are thus made to flow out as miglity 
rivers to irrigate the fields <(f agriculturists, to move the wheels of 
industrv and float the vessels of commerce. The great service ren¬ 
dered by banks in converting liugc idle resources into active capital 
by .acrinc as a s<irt of standing brt'kers between the quiet saving districts 
and persons, and the active employing districts and persons, is too 
much to be appreciated. Money is lent to industrialists, agricul¬ 
turists and traders in various N\a\s. The discounting of bills of ex¬ 
change and the granting of overdraft on current accounts are two im¬ 
portant methods of commercial credit. 


f^P^neral Utility Functions. Besides the primary functions 
rnentioned above, the m.odern bank performs many miscellaneous func¬ 
tions which arc of great general utility: (a) Issue of Notes. The issue 
of notes is usually ei.trusted ton duly constituted Central or Reserve 
Bank of the country which has the capacity to perform this function more 
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efficiently than the Government. In India the sole right of the note 
issue is vested in the Reserve Bank of India. In Great Britain, the Bank 
of England enjoys this privilege, (b) Supply of Currency. Modern 
banks arc means through which not only paper currency but all forms 
of currency are put into circulation. They also discharge the relative 
duty of withdrawing from circulation coins andd effaced notes, (c) 
Issue of Credit Instruments. Banks create credit instruments like bank 
drafts, cheques, letters of credit, etc., which economise the use of me¬ 
tallic currency, make the transmission of money over long distances 
convenient and cheap, and remove the want of medium of exchange 
felt by modern communities currency alone being inadequate to meet 
the entire need, {d) Foreign Exchange Business. In olden days, each 
country used to have different kinds of money in different parts, an^l 
bankers did the useful work of changing one kind of money into the 
other kinds. This ga ve them the name of 'money-changers'. This 
function has now bccoTne d^unct as each country has begun to main¬ 
tain a unifor'm currency throughout its length and breadth. But 
different countries still possess different currencies and banks play the 
important role of purchasing and selling foreign currency, foreign bill-? 
of exchange and other credit instruments in exchange for the currency 
of the country in which they are situated. They facilitate foreign trade 
to an appreciable degree, (e) Safe Custody of Valuables. Banks 
undertake to keep in safe custody valuables and important documents 
in specially constructed strong rooms which are sure safeguards against 
fire and theft. The small payment charged by them for the purpose is 
nothing in comparison to the utility of the service rendered. 


(3) Agency Functions. Banks also render many “agency services” 
by acting as agents of their customers in various capacities* (a) They 
collect and pay cheques, realise dividends and interest and pay subscrip- 
tons and insurance premiums in the capacity of special agents of their 
custorners. (6) Banks conduct stock and share transactions on behalf 
of their custorners. (c) They act in various other agency capacities 
such as those of trustees, attorneys and cxcccutors. 


Kinds of Banks 

y The financial requirements of the modern community are diverse 
and various so that different types of banks have been set up for specia¬ 
lizing in different kinds of works as mentioned below : ^ 

'■ coumr^^Tf They finance the internal trade of a 

country. They collect the fioaling capital of the com 

"S'.™ St- ... 


2 . 


3. 


4. 
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5. Co-operative Banks. They are usually started with the 
object of hnancing short-term needs of agriculture and 
industries. 

6. Savings Banks. They mobilise the small savings of the 
people in the savings bank accounts. 

7. Indigenous or Private Bankers. In most of the countries 
there is a large number of private or individual bankers 
who have been catering to the various financial require¬ 
ments of the community as a hereditary occupation. 

Banks Lend More Than What They Deposit 

An interesting aspect of the banking business is that banks are 
in a position to make advances much larger than the deposits that they 
receive. It is a sort of anomaly and often puzzles students. 

In order to understand this problem, it should first be made 
clear tliat the money borrowed from a bank is usually deposited in 
the same bank by the borrower, either because the bank insists on it 
or because tlierc arc certain advantages in having a current account 
deposit. It is this procedure which makes the deposits of a bank so 
large. Such deposits are known as credit deposits as against cashdeposits 
be., the deposit of actual cash. Now banks know on the basis of their 
past experience that the whole of the money deposited is not withdrawn 
at any particular time. The maximum possible demand is usually a 
a certain percentage of the total deposits. This percentage mav come to 
lOpercent. Banks will, therefore, keepa 10 percent, “reserve” against 
deposits and lend the remaining amount. Thus suppose a cash deposit 
of Rs. 1,000 is made with a particular bank. It will keep (10 per 
cent, of Rs. 1,000=) Rs. 100 as rescp.'c against this deposit and give 
aloan ol Rs. 900. This amount will be deposited by the borrower 
in the same bank. It will keep (10 per cent, of Rs. 900=) Rs. 90 as 
reserve against this deposit and give a fresh loan of Rs. 810. This 
process will be rcpcateel as long as possible. According to this policy, 
the bank will be in a position to lend roughly ten times more than the 
cash deposit it receives. 

Profit and Loss Account and Balance Sheet of a Bank 

The important accounting documents of a bank are : (1) Profit 
and Loss Account, and (2) Balance Sheet, 

Profit and Loss Account. A Profit and Loss Account shows the 
various items of income and expenditure, strikes out the net profit or 
Joss, and explains the appropriation thereof. The following is an 
imaginary Profit and Loss Account of XYZ Bank, Limited. 
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Profit and Loss Account of the XYZ Bank, Limited for the year 

ending December 31, 1956. 


Dr. 


Cr, 


Particulars 

Rs. 

1 

1 

Particulars 

1 

1 

Rs. 

To General Expenses .. 

1 

1 

25,000 

By Balance 

1 

i 10,000 

To Depreciation of Premises 
To Income Tax 

9,000 

3,000 

By Interest and 
Discount .. 1 

1 

f 

150,000 

To Balance 

1 

123,000 

1 


1 

160,000 1 

1 

160,000 

To Dividend Paid 

100.000 

% 

By Balance 

123,000 

To Balance 

23,000 




123,000 

1 


123,000 


In this account the left-hand (debit) side records all items of loss 
and expenditure and the right-hand (credit) side, of gain or income. 
1 he balance of Rs. 123,000 IS the net profit of year 1956. Its appro¬ 
priation is shown in the lower half of the Account: Rs. 100,000 are 

paid in the shape of dividends, leaving a balance of Rs. 23,000. 




j Balance Sheet is a statement showing the assets 

<ind habiUties of a concern, thus giving an idea of its financial position. 
Assets indicate the properties in the possession of the bank and the 
money owing to it by others. Assets are shown on the right-hand 
side of the Balance Sheet. Liabilities are the financial obligations of 

?^<=«hownon the left-hand side of the Balance Sheet, 
'ration >mag‘nary bank's balance sheet for the sake of illusl 


22 
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Balance Sheet of the XYZ Bank Limited, for the year ending 

December 31, 1956. 


1 

Liabilities 1 

Rs. 

Assets 

Rs. 

Authorized Capital : ^ 
50,000 shares of j 
Rs. 10 each 

! 500,000 

Cash in Hand and at 
Bank 

! Money at call and 
short notice 

Investment in Securi¬ 
ties . . 

t 

300,000 

100,000 

1,000,000 

1 

Issued Capital: 25,000 
shares of Rs. 10 
each 

1 

250,000 

1 

Subscribed Capital ; 
20,000 shares of 
Rs. 10 each 

j 200,000 

Loans and Advances 

Bills Discounted. 

1 

'■ 100,000 

1 

, 150,000 

1 

Paid up capital : 
20,000 shares of 
Rs. 10 each 

Reserve Fund 

' 200,000 
190,000 

Deposit Accounts j 

Interest Accounts ' 

Profit and Loss 

Account 

1,300,000 

10,000 

23,000 

Banks Premises 

73,000 

1,723,000 ; 


1,723,000 


Liabilities, This Balance Sheet needs explanation. Wc shall 
discu=;s the liabilities first, (1) Capital. Capital is the first item. 
Capital is of various kinds. Authorised Capital is the maximum amount 
which the company is authorised (by its Memorandum) to raise. It 
is Rs. 500,000 in the above B/S. Usually the whole of the autho¬ 
rised capital is not issued for subscription by the public only a part of 
itissoissiicd andiliscalled/5f«et/Capi/a/. the Issued Capital amounts 
to Rs. 250,000 in the above B/S. The share capital which is actually 
subscribed for bv the public is known as Subscribed Capital, It is shown 
at Rs. 200,000 in the Balance Sheet under discussion. Called-up 
Capital is the capital which the directors of the bank call upon the sub¬ 
scribers to pay. The Paid-up Capital is the capital actually paid by the 
the share-ho ders : it is 200.000. (2) Reserve Fund. Usually a part of 
profits IS withheld from being distributed as dividend and is transferred 
to what is called the Reserve Fund to be made use of in times of finan¬ 
cial embarrassment. {3) Deposit Accounts of 1,300,000 represent the 
total deposits received by the bank. (4) Interest Account shows that 
The bank has to pay Rs. 10,000 by way of interest. (5) P Sc L 

shows the balance of the P. & L. Account which was disi 
cussed above. 
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Assets. Let us now briefly examine the assets of the Balance 
Sheet as well. (1) Cash in Hand and Cash at Bank. It is too simple 
to need explanation. (2) Money at Call and Short Notice. This is 
the money lent bv the bank on the condition that it will have to be 
paid whenever called or after the expiry of a short notice given to tlie 

in Securities. (4) Loam and Advances. (5) 
Bills Discounted. The Bank has discounted bills of exchange worth Rs* 
1,50,000 , it has to receive this amount from the acceptors of the bills* 
on their respective due dates, (6) Bank Premises, i.e., buildings of the 
bank, are valued at Rs. 73,000. ^ 

INTERMEDIATE QUESTIONS 

1. Show how a commercial bank raises its working capital and lavs it 
out. What services does it render to the community > (Bombay. I. A . 1940). 

I A "" critical and explanatory note on Bank Money. (Bombay. ' 

(Bo„>biy. 

(M. b": •''= of Commercial Bank,. 

(Patna/1. borrower,. 

communi.°“(?a‘’.nt:^^ T;\Ts2r^^'^^ “> “ 

Com.’i952)1'“' functions performed by a Central Bank ? (Patna, I, 

. 8. What do you mean by balance sheet of a Commercial Bank ? Hr.™ 

an imaginary balance sheet of a Commercial Bank ? (Patna. I. Com . lyly)^ 

. Describe the various types of banks. Exnlain th.» t 

the Central Bank in the banking system of a country. (Poona,*^. A.^iy 49 ) 

j , between (a) Commercial Bank, (b) Co-onen/ive li,li 

and (c) Central Bank. (Punjab, Int., 1949), * W operatue Bank, 

“"‘I “'''''y of o modern commercial bonk. 

12. Briefly indicate the main functions of a hanL u 

does the Sahukar perform its functions in India ? ,Raj., I.'com 

13. Discuss the functions of Commercial Banks. ’ (Uikal. 'l. a., 1951). 
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CHAPTER 47 

THE PROBLEM OF DISTRIBUTION 

All wealth that is created in society finds its way to the fin^ deposition 
of the individual through certain channels or sources of income. 1 his process 
is called Distribution.— Seligman. 

§ 1. INTRODUCTION 

Distribution as a Department of Economics 

Distribution of wealth is the fourth brancli of Economics, which 
wc shall now study. “What is understood by ‘distribution’ as a branch 
of Political Economy is the study of t!ic principles on which the product 
of any complicated industrial process is distributed amongst those who 
have in any way contributed towards securing it.’’^ 

In modern times production of wealth takes a co-operative form. 
Landlords, capitalists, labourers, organizers and entrepreneurs work 
together in the productive activity. Therefore, the wealth which they 
jointly produce belongs to all of them. The problem which, then, 
arises is : How to distribute the wealth thus produced amongst the 
agents taking part in its production? 

The answer seems to be simple. Each of them, it may be said, 
should be given a share of the joint product proportionate to his share 
in the effort. This principle of distribution is as fair and equitable 
as we would like it to be ; but the difficulty is that it cannot be put into 
practice. Wc have no instrument or metlioJ by which we can mea¬ 
sure the share of each producer in the productive effort and apportion 
the sliarc in the wealth produced accordingly. As Penson rightly ob¬ 
serves, “How is it possible to separate the result of each man’s efforts 
from that of the efforts of the group ? One man has worked as an 
engineer, another as an invoice clerk ; one has been engaged in some 
process of manufacture, another in conveying the finished goods to the 
warehouse. It would be difficult to determine what eacli of these has 
contributed to the final result.”* But in spite of this difficulty wealth 
is distributed among the agents of production. What are the princi¬ 
ples then, according to which the distribution of wealth actually takes 
place in the modern socieU'? Are these principles just and fair ? If 
not, what changes in the present method of the distribution of wealth 


1 Wickstead, The Commonsense of Political Economy, p. 359. 

2 Penson, The Economics of Everyday Life, Part I, pp. 137-3S. 
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are necessary ? Such are the problems to which wc address ourselves 
in the branch of Economics known as distribution. Distrib'ution may, 
therefore, be described as the descriptive, critical and constructive study 
of the principles according to which wealth is distributed amonost the 
different agents of production.^ * 

Distribution as an Act 

Distribution is also an economic act. In this sense it can be 
said to be the method in which the wealth jointly produced by the agents 
of production is divided or distributed among them. 

Another Meaning of Distribution 

The word distribution is used in anothed sense as well. It 
sometimes means the distribution of commodities amongst its pur¬ 
chasers—consumers who purchase for direct consumption'^and sellers 
who purchase for resale. The means of transport and commercial 
organizations like shops arc called distributive agencies. In the 
present discussion, the word distribution is not used in tins sense.* 

Origin of the Problem of Distribution 

In the primitive days, each man worked alone and with his 
own resources. A weaver, for instance, purchased yarn from the 
spinner, prepared the cloth himself or with the aid of the members of 
hisfamily, andsolditin the market for whatever he could get in ex¬ 
change. The money thus obtained belonged to him and to nobody else; 
the question of distribution did not arise at all. By slow degrees, this’ 
stark individualism and economic independence sank into the yawn¬ 
ing gulf of time, to be replaced by social life and economic interdepen¬ 
dence. Productive efforts began to assume co-operative character 
on an increasingly extensive scale ; hundreds of men began to work 
together to produce each commodity. The wealth thus produced 
belonged to all of them and the question of distribution arose in the 
natural course of things.® 

Before the Industrial Revolution, which occupied approximately 
one hundred years in England, from 1750 to 1850, the problem of 


3 Distribution may he Functional or Personal. Under Functional Dis- 
trtbulwn, wc discuss how each factor of production obt.-iins a given inonev in- 

luTl 'Vl'u ^?Ti interest wages and profits, whch is exch.ingcd for a 

thare of he total consumption of goods. Personal DiUnhution discusses how 
individual persons obtain a given amount of wealth and income. Functional 

r’T 'r how the price of a factor of productioo 

of leahh Distribution explains inequalities in the distribution 

ferenct if rr**^*'"' dislrihution often refers to the trana- 

other words pl^ce or from person to person • or 

Logically ^‘dis^tHbutio/‘'fn*^th*^ operations of wholesale and retail trade. 
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distribution was not an important issue. It was the Indus^ial Revo¬ 
lution which accentuated the co-operative feature in productive process 
and increased the scale of production. The modern problem of dis¬ 
tribution mav, as such, be regarded as its legacy to the posterity. 

Conflict in Distribution 

Since there is no accurate measure of the just share of each agent 
of production, conflicts over distribution of wealth often arise. 
Landlords demand a substantial share on the ground that they supply 
land or natural resources which fundamentally give rise to the firiished 
products. Capitalists likewise assert tliat they provide machinery, 
implements and money without which production on any important 
scak is not possible : their contribution is very valuable and their share 
should be e<iuaUv big. Labourers say that it is they who actually con¬ 
vert r.iw materi.i'ls into finished products ; if they cease to work, the 
entire productive machinerv will come to a standstill. Still they get 
snuill wages Just sufficient'to keep themselves alive, other agents of 
pr.jduction unjustly appropriating what really belongs to labourers. 
Tliis thenrv is the in>piring motive of that great movement of Socialism 
which is spreading like wild fire in every country of the world. Orga¬ 
nic rs claim t’nat the efficiency of entire production depends upon their 
bringing into effective co-operation the various factors of production. 
J ntupinuui^. not to lag behind, maintain that it is they who undertake 
the ; if risk is not undertaken, production v/ill be stinted to the 
irrt diieible minimun.i of necessaries for existence. Because of these 
conllioting r'aims, the subject of distribution h.as become the most 
cuntro\ei i-ial and tlie most important branch of Economics. In pass- 
iiig, it mav bo added that in tlie present-day organization of society 
lub'iiireig-’ appear to be unjustly treated in the matter of distribution of 
wealth ; ilieir contribution is solid and substantial but their reward is 
teiy little. 


^ 2. THE PROnLEM OF DISTRIBUTION 


llie pr-'blem of distribution 
issu' ; 


resolves itself into three main 


^l; Wliat exactly is there to be distributed? 

(2 W ho are entitled to a share ? 

llow lii'.tribution takes place and what determines the 
amount of j.acl\ individual’s share in income ? 

1. What is to be Distributed ? 



'I'he q'lestion, what is to be distributed, appears to be very 
simple. A beginner may give a quick reply, “Evidently whatever is 
jointly produced by the agents of production, is to be'distributed”. 
This answer is, however, not quite correct. The whole wealth pro¬ 
duced is not available for distribution. A fraction of it has to be used 
for making good the capital consumed in its production, whether the 
capital is circulating, which is consumed in a single operation, or fixed, 
which wears out gradually. Again, taxes have got to be paid out of it. 
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The balance left after making these provisions is the amount available 
tor distributioa^ 


(a) The Replacement of Circulating Capital. During the pro¬ 
ductive process, the circulating capital is used up and has to be pur¬ 
chased again before further production is possible. In a furniture 
factory the stock of wood has to be purchased as soon as it is used up so 
that the manufacture of furniture may be continued. Similarly, in the 
case of a shoe factory, leather has to be replaced from time to'time for 
the same reason. From the total wealth produced we must, therefore 
set apart a certain sum for such replacement before we can arrive at the 
net amount available for distribution. 


(b) Depreciation and Replacement of Fixed Capital. Fixed 
capital, like machinery, implements and ploughs, etc., lose their value 
•with the passage of time, through wear and tear or otherwise. This 
gradual loss in value is known as depreciation. Fixed asset depreciates 
gradually till it becomes worthless and requires replacement. Its 
probable life can be estimated and during the period of its use, a certain 
sum is annually set aside in a Depreciation Fund so that when the 
asset becomes useless, sufficient money is available in the Depreciation 
Fund to purchase a new asset. For instance, if the price of a machi¬ 
nery is Rs. 1,000 and its estimated life is 10 years, Rs. lOU can be added 
annually to the Depreciation Fund. After ten years, when the machi¬ 
nery becomes worthless, Rs. 1,000 will become available for the pur¬ 
chase of another machinery. Provision is thus made out of tlic total 
Avcalth produced for the depreciation and replacement of fixed capital. 

(c) Taxes. Citizens liavc to pay various State and Municipal 
taxes so that the Government and semi-Government bodies niav 
discharge their functions efficiently. A part of Nvealth produced is 
thus taken away by the State in the shape of taxes. 

The total wealth jointly produced by tlie co-operative acents 
of production is known as Gross Product. Tlie wealth left after meetincr 
the above three demands is known as the Net Product. It is the Net 
Product which is available for distribution. 


Example. Suppose the total wealth produced by a shoe factorv 
,n tl.c yc-nr 1956 IS Rs. 1 000. It employs a circulating capital of Rs. 
200 and provides annual depreciation on fixed asset of Rs 5u It oavs 
Rs. 50 as taxes each year. Find out its Gross Product and’.Net Pro- 

OVi C. k * 

^’he answer is simple. Rs. 1,000 is the Gross product and if we 
deduct from this sum the replacement charges of circulating capital 
depreciation on fi.xed capital and taxes (Rs. 2004-Rs, 50-|-Rs 5U = Rs’ 

Vl'm namely, (Rs. 1,000 -Rs. 700 = 

Rs. 300). 1 he following diagram (No. 43) illustrates the point. 


235-238. 


6^ For a lucid explanation, see Moreland, I.UrcJucion ,u pp. 
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National Income or National Dividend, If we add up the Net 

Product of all the productive 
7 ]4 enterprises of the country during 
a given period, we arrive at the 
total Net Product available for 
distribution among its inhabitants. 
This total Net Product is called. 
National Income or National Divi^ 
dend. Marshall explains the con¬ 
cept of the National Dividend as 
follows : “The labour and capital 
of the country, acting on its 
national resources, produce 
annually a certain net aggregate 
of commodities., material and 
immaterial, including services of 
all kinds. This is the true net 
annual income or revenue of the 

Rz-Co T AXES _ .^ country ; or the National Dividend. 

Rs 50 DEPRECfAT-oii Wc may, of course, estimate it 

for the year or for any other 
Rs.200 period.”^ 

Replacement of The word National Dividend 

Circulating Capital is used in its arithmetical sense 
" —*0 as the amount to be divided, and 

Fig. 43. Kxplaiiiinc the constituents n(.»t in its commercial sense as the 
of Gross Produce. amount shared out. It must not 

be looked upon as a store accumulated by a year’s labour, sacrifice, 
etc., but rather as a stream continually flowing and being continuallv 
used up.® 

2. Who are Entitled to a Share ? 

The answer to this question is not difTiailt. E^•idently those 
•Tre entitled to a share ot Net Product, uho have contributed to the 
productive efferts. Ihc factors of production arc five, namely, 
Land, Capital. Labour, Organirntion and Enterprise. Those who 
supply them get a share^. Landlords gctrrrwf; Capitalists, 
Labourers, tcac;cs ; OrganI::crs, salaries', and Entrepreneurs, profits. 



XT • ' Pn'ntit'Uf of F.coitomiis Fd.\ p. 52'’. Picou defines 

National Diyidond as ■' tliat parr of the nhiccrive income of the community, 
tncludiny, of course, income derived from abroad, which can be measured in 
money. —Pifrou, Econotnics of Welfare. 

8 Crew, Economics of Commercial Sluiicnls, p. S5. 


, ^ folloNvinc IS a graphic description of the origin and distribution 

ot the natjonal dividend. We " may rccard the contribution of each produc- 
tive unit as bcinj? added to a vast reservoir of wealth into which flows conti¬ 
nually the result of the efTorts of all classes in the community. The reservoir 
represents the national or social tvcolth of the community which from day to 
day 18 being added to by its economically active citizens, and, on the other hand, 
16 being continually drained of some or of all its surplus by four great streams 




the PROPUM of DISTRirUTION 


345 


Organizer and Entrepreneur. Some writers make no distinction 
between the entrepreneur and organizer,obviously meaning 
thereby that both the functions of risk-taking and organization are 
in their opinion rolled together in the same person. This view is not 
quite correct. In these days, the work of organization has become 
so technical that men with special aptitude, training and experience 

alone can do It satisfactorily—the qualities not nccessarilv possessed bv 

risk-taker. Sometimes the constitution of the business unit itself 
makes the division in these functions absolutclv essential. In the case 
of a joint stock company, forinstance, all the share-holders are entre¬ 
preneurs or risk-takers; but all of them do not take part in the manage¬ 
ment of the business. Paid organizers or managers are usually 
employed for the purpose. In such case, tiicn, organization is not 
supplied by the same persons who supply enterprise. These consi- 
derations show the advisability of treating organization and enterprise 
as two different factors of production.” 


CA^AI LA60U5 CWTERPttJ 



Fig. 44. Illustrating the origin and distribution 
of the National Dividend. 


It must not be supposed that an individual can supply ono 
and only one factor of production. In fact, there arc cases in which 
one person supphes several factors of production at the same time. 
Share-holders of a jomt stock company arc risk-takers ; they arc also 
ca pitalists as they supply capital. The dividend, which they receive 

0 / <^"'-P--neur.”_Thon.as, iVe, 


10 Marshall and his followers belong to this class. 

11 1 his js also the view of American economists in general. 
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on their shares, contains (1) interest on the capital supplied by them, 
and (2) profit for the risk that they undertake. Again, take the case 
of managing partner. He supplies capital, undertakes the risk and per¬ 
forms the managerial duties. He is an entrepreneur, a capitalist as 
well as an organizer. 


3. Method of Distribution 

The issue of the method of distribution concerns itself with the 
following : (a) IIow docs the the distribution actually take place? and 
{b) What determines the share of each agent of production ? 

(*4) J/ow Does Distribution Take Place ? Older economists 
were at a loss to understand how distribution takes place. They gave 
verv vague explanations of the phenomenon. Adam Smith, for ins¬ 
tance, wrote, the total produce “is naturally distributed among the 
different ranks of people”; and John Stuart !VIill maintained that this 
produce “distributes itself by spontaneous action”. These explana- 
tion>i are (iln iouslv unilluminating and do not make us any the wiser. 

'^I’hc method (‘f ilistribution^- obtaining in modern society, 
th'iugh complex, may be explained in simple words as below. The 
entrepreneur works as the distributor. Before actual production is 
conirnenceil, he calculates how much produce is likely to be sold and 
at what price, 'rhis gives him Gross Produce. Then he subtracts 
from Cross Produce the replacement and depreciation charges and 
taxes, to be paid to the Government. The balance is the Net Produce. 
'Tlie above calcul' ' li requires comprehensive estimation and fore¬ 
cast; but as lie is s posedly in the know of the actual facts and is 
experieiieed. his estimation is generally a near approach to accuracy. 
After finding out th- ?sct Produce available for distribution in this way, 
he proceeds to make bargains with landlords, capitalists, labourers and 
organizers for the supply of land, capital, labour and organization res- 
pi eiiyely, taking care tliat a sufficient margin is left from the Net Pro^ 
duce lor himself. Production is tlien commenced and goods arc sold as 
they are produced. In the end, if the net produce realised exceeds the 
sums paid out as rent, interest, wages and salaries, the surplus is re¬ 
ward oi profit of entrepreneur ; if the former falls short of the latter, 
the eiitiej'ireiKur suffers a loss. 


. 1^^^ How IS the Share of Each Agent of Production Determined ? 
Ihis IS pi I haps the most difficult and important problem of Distri¬ 
bution. It .-.liall be discussed exhaustively in the following pages and 
m.n be gitc-n a short and provisional treatment here. 

Lach factor of production, it must be remembered, is iust like 
a commodity and its reward is determined by the interaction of demand 
and suply. Lntreprencur, when purchasing a factor of production, 

he will not pay more than that. His 
ma^rn is determined by the marginal productivity of a particular 


has explained this point very lucidly in his book The Fenno- 


THE PROBLEM OF DISTRIBUTION 


347 


f actor of production. Just as in the case of an ordinary commodity 

determined by the marginal utility of th\- 

pr^rdel^miJed'' u ^ production has a minimum 

price determined on a rough estimate of expenses of production- he 

minimumirT ^ fhan this Between these maximum and 

J ' >s determined according to the relative for- 

ces of demand and supply existing at the time. The reward of entre- 
preneur as we have already stated above, is the residue of the Net Pro- 
■duce left after the satisfaction of all other claims. 

indeed, the Study of the determination of the share of 
each factor of production, which constitutes the main bodx of tt?c 
subject of Distribution. Distribution, it will be realised 'is merely 
the application of the theory of value to various factors of productioiu 

INTERMEDIATE QUESTIONS 

buted^?' (PatlTa' I,"A.!* 9'sO). How is it created and distri- 

..kc place'?‘’Tpima':'l.T“"9f8)‘’^ distribution in Economics > How doea it 

. What IS NaCiondl Dividend ^ Armnnf « 

in a community. (Poona, I. Com., WSOy ^ unequal distribution 

1949).‘’- ' "<>» '■> ? (Poona, I. Com.. 
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CHAPTER 48 

t^iobtijty of factors of production 

<=ome of the earlier Furnpcan writers on Economics assumed the «xist- 
cnee of "hnrmt he colled col^rletc ^Tobilin■ of Labour ; .hey as umed. 
That labourers would so to work wherever the inducements vcre create^ , 
almost as certainly as water v, ill flow downhill until it reaches the lowest possible 
level. Such perfect mobility probably does not exist.—.\fnrclami. 

§ 1. TNTRODUCTORY 

Before discussintr how the reward of f 
is determined, wc slitdl address otirselvcs to tlie subject of the mob y 

of factors of production. 

Meaning of Alobility 

The word J\rolulifv is generally used with reference to a factor 
of production. IMobilitv. according to 

to move easilv. Tlic mobility of a factor of production, therefore 
implits its capacity to move from one place or use to another place or 
tisc. easily and quickly. Land, labour, capital, organization and 
enterprise, are all mobile in varying degrees. 

Advantages of Mobility 

Mobility of a factor of production is advantageous in several 
respects : 

(1) Proper Disirihution. If mobile, a factor of production 
easily chanpes the place or field of its application ; it moves from the 
placevlicrc it is abundant to one where it is comparatively scarce. 
Thus the curious paradox of the plenty of a factor at one place and its 
scarcity at anotk.cr within tk.c same country and the same at timc> 
becomes a thing of tliC past, and the resources of tlic country are well 
orpnni'/cd to sccu’-e the maximum national dividend. 

(2) Eqtiali-aiion of Retvard, Due to the mobility of a factor 
of production, its ownir is enabled to employ it in the most remunera¬ 
tive channi.ls. I'his ti-ncUncv ultimatvlv results in the widespread 
equalization reward of that factor of production. 

f3) Eqi/olizatior. of Marinina} VroJucih'ity. As a result of the 
mobility, an oilxprrnnrr is able tt) follow the law of substitution. He 
substitutes a cheap factor of production for a dear one till he finds that 
the marginal productivity, /.r.,the wealth produced by the marginal 
(or final) unit of each factor of production is equal. This is known as 
the Lato of Equi-Marginol Productivity . A faithful adherence to this 
law, made possible by the mobility of variotis factors of production, 
is the hallmark of efficient organization and yields maximum profit. 

Ob\iously, the mobility of various factors of production is 
advantageous to their owners, their (.mployers and tlie country as a 
whole alike. 
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The Assximption of Free Mobility 

The old economists, known as classical economists, assumed 
the free flow of factors of production from less prohtabic to more 
profitable flelds of their application. I his is the liecessary corollary 
of perfect competition. In actual practice various obstacles stand 
in the way of free mobility. Perfect mobility, like perfect competition, 
does not actually exist. Since the assumption of free mobility in tlie 
orthodox economic theories is removed from reality, tJiey sometimes 
become hypothetical in their nature. 

§ 2. MOBILITY OF LAND 

Land cannot move from one place to another ; in other words 
place mobility is not possible in the case of land. But a plot of land 
devoted to one use can be put to some otner use subsequently. For 
instance, a plot of land used for the growth of wheat can be made to 
grow millet. Again, land used for agricultural purposes can be utilised 
for constructional purposes. But land devoted to the construction 
of buildings cannot be used for cultivation unless the building has 
long disappeared. 

There are various obstacles hindering the mobility of land from 
one use to another. Due to sheer conservatism, cultivators may refuse 
to grow rnaize on a plot of land so far devoted to millets tnough the 
former might be more profitable; or they might not possess suiucient 
knowledge for the cultivation of the latter while they might be well 
qualified for the former. Lack of proper equipment, seeds and suen 
other things might disable them from changing the crop raised. Market¬ 
ing difficulties might also forbid any change. Happily, all such ob¬ 
stacles to the mobility of land are gradually losing tjieir lorce. 

§ 3. MOBILITV OF LABOUR 


Meaning and Kinds 

By the mobility of labour we mean its ability and willingness 
to move from the place, occupation or grade to another place occu¬ 
pation or grade. Mobility of labour is of three varieties: 

(1) Geographical or Place Mobility. Tiie movement of labourers 
from one place to another is known as Geographical or Place Mobility 
Ihe movement of a labourer working in Allahabad to Banaras or 
Calcutta IS an instance of geographical mobility. 

tinn Occupational Mobility. If a labourer changes his occupa- 

Occupational MobiliV If a driver 
becomes a clerk, liis mobility is occupationaK 

trt th Orade Mobility. The movement of labour with respect 

another glass "actorrif^h^g^etsTgl'er^vages" morf 1* 
treatntent there. The movlent fUZT/roZZ 
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grade is known as vertical mobility. The promotion of an a^istant 
manager to the post of a manager is an example of vertical mobility* 



These varieties of mobility of labour are not mutually exclusive, i.e., 
is must not be understood that a particular case of mobility can be 
only of one variety and not of more than one. On the other hand, a 
case of mobility may be geographical, occupational as well as grade 
niobility. Suppose a man from Allahabad working as an unskilled 
labourer goes to Kanpur to work as a carpenter, his mobility is geogra¬ 
phical since he has changed the locality, occupational since he has 
changed occupation, and grade since he has been promoted to a higher 
grade. But horizontal and vertical mobilities, being the two types of 
grade mobility, do not overlap. A mobility can be either vertical or 
horizontal, and not both at the same time. 

Georgaphical Mobility 

Geographical mobilit\ of labour is common ever^oyhere in 
the world. In our country, though not of considerable importance 
at present, it is definitely increasing. Geographical mobility is either 
permanent or temporary. Sometimes labourers leave one place for 
good and settle at another place permanently. It may happen due to 
social causes like excommunication ; economic causes like the sale or 
dispossession of land or better condition of employment available else¬ 
where ; or religious causes like jHindu-Muslim riots. Permanent 
mobility is not so important in India as temporary geographical mobility. 
Cultivators generally go to the neighbouring industrial towns during 
the off season, when they are idle, only to come back to their fields 
after a short period. The hill exodus of Government offices, occa¬ 
sional transfer of Government officials and movement of labourers to 
the place of fairs or melas, arc other instances of temporary mobility. 
Temporary mobility is encouraged by lack of employment, and 
climatic, technical, political and administrative considerations. 

Labour is the most difficult factor of production to move from 
one place to another because of various personal considerations even 
when such movement is economically profitable to labourers. But 
with the speard of education, dissemination of knowledge regarding 

1 Writers have not paid as much attention to the subject of mobility as it 
tleserves. Classification of the mobility of labour in particular is not always 
free from vaj;rueness and ambiRulW. I have tried to be as logical and unam¬ 
biguous as possible in the above classification. 

2 Parsecs first came to Bombay due to a religious cause. 
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ggie lor existence, labour lias begun to move from place to place 

Occupational Mobility 

When p-^ 

of work. Agrecableness of work attracts labourers and its 7!l!Zr 
bleness repulses them. (3) T)w erne of learning ,hc iLZs ^ ' 
business .s easy to learn, tt becomes more attractive to Zu rets as 
compared to one which necessitates difficult costiv mW Un 
ticeship. (4) Tke regularily and recurUyt ' ? ;;PP';-- 

ployment IS secure and regular, it is very attractive to worker Ts) 
The possibilittes of success and rise. The occupations where chances n 
success arc great and the scope for progress is considpr:,KN ^ ^ ^ 

liked by workers. (6) The degree of^trul reposed in tt soortt utht 
employment requires a high degree of honesty and sincerity hJ. 
reward and prestige attached to the office arc considerable iVk ^ 
attractive to men endowed with integrity and honesn bnt on o'™"'"- 
to those who lack these qualities. I.fnay' be emphitacd^'hotr^^X' 
though all these factors have a telling effect on occuoarinn-.l ?’ r 
the most important of them is the first one. namely the rate * . 

Other factors are static and do not vary considerabli fmm wages. 

therefore, they exert little influence L occlfp^^^on'alZbn^^^^ 

The occupational mobility of labour also r^r.r^r..v^/ 
skilled or unskilled nature. Unskilled labourers have m do H '? 

which requires no skill or training, whatever might be the occupation 
As such, they can easily move from one occupation to anotl.rr ^.f ^ 

the influence of increased wages. Skilled labour on tbn 
is specialised Skilled labourers in a pilttnit”occuTatirn a” "^eci’di; 
trained for the purpose; and while they may be very suitable' Hr ' 

itl-n'J 'rr be'^misfiJs^r"o betterth n 

unskilled labourers, in other occupations. As surb i i i * • 

not very mobile occupationally. 

The inability of skilled labour for occupational mnh.-II^xr i 

;ng gradually. As education is i^creasi^g^e^ta i Tanc^ 
ledge and training hitherto confined to comnarafllelv few 
becoming the possession of the maioritv an!l i ‘irc 

and unskilled labour is being levelled u^’ Ana n tfw ^ between skillcl 

nery and the division of labour to an ewr-.Weiinn e 

phfied each task to the maximum deeree ami 1 ’ 

much alike, ^ ^ ha\e made them very 

Grade Mobility 

may be in the same occupation. For i^staTe, Tlag^ut-r worTi^^'g i,; 
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a particular sugar factory may have a cruel boss; he will then take the 
first opportunity to move to another sugar factory whose boss is kmd ana 
considerate. Horizontal mobility in the same occupation is not so 
important as the horizontal mobility from one occupation to another. 
In the latter case all considerations discussed above regarding occu¬ 
pational mobility apply with equal force. 

Vertical Mobility. Mobility from one grade to another may 
be upward or downward, i.e., a worker may move irom a particular 
grade to a higher grade or to a lo\vcr one. It is easier to move down 
the scale than to move up. 

The movement to a higher grade is possible in the following 
cases : (1) If a worker becomes distinctly efficient for a higher ^ade 
through education and experience, he might scale up. (2) If the 
demand for men able to till up the posts of higher grade increases as 
a result of inC'-eased demmd for the products of that industry, an 
opportunity for vertical mobility of this type arises. (3) If the labourers 
of the higlicr grade are somehow incapacitated or die or are withdrawn 
from the work due to certain reasons, labourers of lower grade get pro¬ 
motions. 

Labourers go down from a higher grade if they lose efficiency or 
if unemployment spreads. 


§ 4. mobility of capit.\l 

lly mobility of capital is meant its ability and willingness to 
move from one place or use o another place or use. Capital is the 
most mobile factor of production. Capital can be physically detached 
from its owner; tl. '•efore, the various and diverse personal factors like 
love of family, attachment to surroundings, etc., which influence the 
mobility <»i labour do not influence tiic mobility of capital. Moreover, 
capital can be easily and cheaply transmitted over long distances unlike 
labourers for whose transport conditions are not so simple. 

The financial mechanism of a nation is the usual agency through 
which transfers of capital are made. In the modern age (a) a capitalist 
wanting to withdraw capital from, say shares of cotton textile companies 
and to re-invest it in those ol, say, iron and steel industry, may simply 
ask his Stock lixchanpc brokers to Jo the nccilful. (6) Some capitalists 
deposit money wiili a bunk and leave at their option the investment, 
withdrawal and re-investment of capital, (c) There are some capita¬ 
lists who may rc-invcsl capital directly in a business where their control 
is supreme. For instance, a man might set up his own firm of, say, 
sugar manufacturing and withdraw for the purpose money invested in 
tea shares or deposited in a bank. 


Factors Leading to the Mobility of Capital 

Tlie most important conditions governing the mobility of 
coital are its security and its profitability, i.e., the rate of interest 
obtainable. Unless the capitalist is sure that the new channel of invest¬ 
ment is reasonably safe and sound, he will not ordinarily like to risk his 
capital in it. Other things remaining the same, the order of preference 
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follows the order of security. The rate of interest obtainable is an- 
otlier important consideration. Of the two investments equally secure, 
one giving high rate of interest will be preferred. The importance 
attached to either of these factors, depends upon the temperament 
of the investor. Cautious investors give more weight to security, while 
speculative investors are more attracted by profitability. 

Other subsidiary factors governing the mobility of capital are 
{!) the existence of satisfactory and diverse channels of investment 
which is dependent upon the economic progress of the country ; 
(2) the existence of rapid means of communication and transmission 
of capital ; (3) the political stability of the region of investment ; and 
(4) the development of the financial mechanism. 

The mobility of capital varies according to its liquid or fixed 
character. Liquid capital, i.e., cash and goods which can be easily 
converted into cash, possesses a high degree of mobility. For instance, 
capital invested in securities always purchased and sold in stock exchange 
markets can be easily disposed of atid the capital withdrawn to be put 
to some other use. Fixed capital, on the other hand, is not so mobile. 
Capital invested in buildings, machinery, etc., cannot be easily with¬ 
drawn. The sale of such goods takes time and involves loss. 

§ 5. MOBILITY OF ORG.ANISATION 

Organization is of the nature of iiigh-grade labour. Organi¬ 
zers are highly educated individuals and being sufficiently progressive 
as a general rule, are mobile geographically. Vertically, too, tliey are 
very mobile. Some dilFiculty, however, arises in the case of occupa¬ 
tional mobility in so far as the organizational problems of an industry 
xire peculiar to it. 

§ 6. MOBILITY OF ENTERPRI'E 

By mobility of enterprise we mean tlm capacity of risk-taker 
to move from one occupation to another where reward is higher, in 
proportion to the risk. In our country enterprise is slowly developing. 
Formerly its mobility was very little. Our entrepreneurs used to take 
the minimum risk and to float concerns for the objects found profitable 
by tlieir foreign compeers in this country. But with the spread of 
education, growing contact with w'estern industrialism and economic 
advancement of tlie country, the mobility of enterprise is increasing. 
The unrealistic industrial policy of the State, which we liave already 
referred to, is the most important obstacle in the way and n.-eds an 
immediate revision. 


INTBRMEDIATK QUESTIONS 

1. Write a note on Mobility of Labour. (Bombay, I. Com., l'H8). 

2. What is meant by Mobility of Labour ? What arc the factors which 

*®bour in India ? Explain fully. (Fatna, I. Cum., 

3. On what factors does mobility of labour depend > What is tl.e imnor- 
tance of mobuity of labour ? (Punjab, Int., 1949), 

23 



CHAPTER 49 

RENT 

The exchanpe in value of all commodities, whether they be manufactures, 
or the produce of the mines, or the produce of land, is always regulated fby those 
who continue to produce them under the most unfavourable circumstances. 
Corn is not high because a rent is paid but a rent is paid because corn is high. 
Rent is not a component part of the price of commodities.— Ricardo. 

§ 1. MEANING OF RENT 

Economic Meaning of Rent 

It was said in the preceding chapter that the share of the national 
dividend accruing to the landlord is called rent. Rent may, therefore, 
be defined as the income which accrues to the landlord from the owner¬ 
ship of any natural agent such as land, mines, w'aterpower, etc. As 
Marshall puts it, the income derived from the ownership of land and 
other free gifts of nature is commonly called Rent’.^ From the point 
of view of the entrepreneur, rent may be said to be the payment for the 
use of land.^ 

Ricardo's Definition. Ricardo’s definition of rent is sometimes 
quoted with approval in the text-books of Economics and commit¬ 
ted to memory by students. According to Ricardo, “Rent is that 
proportion of the produce of the earth which is paid to the landlord 
for the use of the original and indestructible powers of soil.” This 
definition of rent, however, is not quite correct. The following arc 
its inaccuracies : ® 


(1) Ricardo restricts the term rent to the payment made for 
the use of “soil” or “land”. He excludes other free gifts of nature 
As such, his definition is too narrow. 

expression “Me original and indestructible powers of the 
roi/ IS not a happy one. Fertility, which is an important factor in deter¬ 
mining rent and value of land, is definitely destructible. Again, there 
wc some properties of the soil which arc not original but which are not 
distinguishable from land. Capital sunk in the land after a long time 
becomes indistinguishable from land and obeys the same economic 


I Marshall, Ecotiomict of Iridustry, p. 52. 

«;n ^ Land Surface. If we take into account only land surface we 

will find that rent in that case depends upon the folWinAk/.. r- . ' 7-^ 
Original Fertility of the Soil. Other thing? remaining the 

tile the land the hichcr wiU be its rent (tt'i ^ r r the inorc fer* 

remaining the same, the better the situation of thc^ Un^ thThich^r 

rent („y) Capital Sunk in Land. Sometimes the caS’sunk 

just like limd. and it is subject to the same ecoLXllw^wh 

rent and depends to some extent upon the capital so auntr " u Rovern land 

define rent payment for the me of%rtility of "'7, 

as an^' capital so sunk in the soil as to o ey the econnmV! ^ 

in this connection S. E. Thomas E/ementt 7/7 concerning land. See 

£:conomicsforGenera/ ReL^7pp:35^^^^^^^^ p. 24; and Clay. 
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latv'S which land obeys. The income from such acquired power or 
property is rightly regarded as rent. 

Popular Meaning of Rent 

The scientific or economic meaning of the term “rent” should 
be distinguished from its popular sense. In the popular sense the 
term is applied to tlie periodical payment for the use of a house includ¬ 
ing the ground on which it stands, of a farm or an estate, of forest, 
of a fishery, or a mine. According to this definition, rent includes 
not only payment for the use of land but also interest on capital invested 
in building and elsewhere, depreciation of fixed capital and profit. 
For instance, the payment which a tenant makes to his landlord for the 
use of his house includes not only rent in the economic sense but also 
interest on the capital spent in the construction of the building, its early 
depreciation, and remuneration for the risk or enterprise. Similarly 
the rent paid by a cultivator for the use of a farm includes not only 
pure rent but also interest on capital sunk in farm-building, drainage, 
etc., depreciation, and reward for risk-taking. The reader should 
remember that economists do not use the term “rent” in its popular 
sense.® Whenever he comes across the word “rent” in any book on the 
subject of Economics, he should take it to apply in the scientific, 
».e., economic sense. 

Rent and Tenancy 

It should not be thought that rent necessarily implies the 
existence of the tenant and the landlord. In other words, it must not 
be supposed that rent is the payment which the tenant pays to the 
landlord and that it cannot arise unless land is let out by tlie latter to 
the former. As a matter of fact, landlord can use his land in either 
of the two ways: he may let it out to tenant, or himself use it produc¬ 
tively. It is in the first case that he gets a fixed annual payment called 
rent. In the second case he docs not receive any such reward but 
he may well be supposed to be his own tenant and to pay rent to him¬ 
self.® 

§ 2. ECONOMIC RENT AND CONTRACT RENT 

Economists divide rent (in its scientific or economic sense) into 
Economic Rent and Contract Rent, the difference between which is of 
fundamental and vital importance. 

3 Rent is popularly thought as a payment for the privilege of enjoyirt* 
the use of any material object, a piece of land, a house, a boat, or anything you 
please. As used by most economists, on the other hand, rent means only a 
paynient made for the use of land, that land further being conceived as unmodi¬ 
fied by human or at least modified only in certain very fundamental and 
unalterable ways.—F. M. Taylor, Readings in Economics, p. 181. 

4 The owner may be the cultivator, in which case he gets the rent. The 
owner may be the community, which then gets the rent. (This is the socialist 
proposal, which would not abolish rent, but transfer it to the State). Or, the 
owiier may have let his land to a farmer, in which case the farmer pays the rent 
to the owner.—Hunt, Man and Wealth, pp, 30-31. 
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Economic Rent 

Land differs in quality. Some plots of land are very fertile and 
^•ery favourably situated ; others, comparatively unfertile and un¬ 
favourably situated. At a particular time, there is some land under 
plough M-hose fertility, or location, or both, are worst of all the cultivated 
tracts, so much so that it cannot afford to pay any rent. This is called the 
No-Rent Land or Marginal Land. The output of every other land under 
plough is greater than that of the No-Rent land. The surplus produce 
{or differential gain) arising on super-marginal lands is called Economic 
Rent. Suppose at any particular time three plots of land. A, B and 
C are under plough; C is the no-rent land and yields 1,000 maunds 
of wheat. The application of equal productive resources results in 
1,500 maunds of wheat from B and 2,000 maunds from A. The econo¬ 
mic rent of li will then be 500 maunds and of A, 1,000 maunds. Eco¬ 
nomic rint may as such be defined as the surplus produce or differential 
gain accruing to the otenrr of the land by virtue of its relative ^vantage 
of fertility, or location, or both, over the no-rent land. 

Contract Rent 

The rent which is actually paid by the tenant to the landlord for 
the use of land is known as Contract Rent. It is called contract rent 
because it is determined by a contract between the parties concerned. 
Contract rent of a land may be equal to, or greater than, or less than its 
L conomic rent. Under free competition, the rent actually paid is equal 
to the economic rent. If competition among landlords is more than that 
among tlie tenants, or if some custom or law prejudicial to high rents 
is in i'orcc. contract rent may be less than the economic rent. On the 
other liand, if tenants compete more freely among themselves than 
landlords, or if some custom or law operates against tenants, contract 
rent may exceed economic rent.® Tlie practice of charging a contract 
rent in excess of the economic rent is called “rack-renting.” 

§ 3. DETERMINATION OF CONTRACT RENT 

Contract rent is the price paid for the use of land and, like the 
price of anv otluT commodity, is determined by the forces of demand 
and supply. 

Demand for the Use of Land. The cultivator agrees to pay rent 
for a ph>t of land bcciiusc he thinks that if he cultivates it, he would 
get a return \vhich would enable him to pay all the expenses of cul¬ 
tivation, to get an income for himself and to have a surplus which he 

5 It is easy to conceive of conditions which may cause contract rent to 
differ fron\ economic rent. Thus an unwillingness to leave a fami which has 
been held by parents and grand-parents may $er\e to induce a submission to 
the exaction of a rent which leaves an inadequate remuneration to the farmer 
for his labour. Similarly, a landlord may be unwilling to press an old tenant, 
even though the land has risen in value. Further, capital invested in the soil 
cannot be withdrawn at short notice. Some improvement may make take years 
to exhaust, and a tenant, who was unable to secure adequate compensation for 
unexhausted improvement effected at his cost, might lose less by renewing his 
lease at a rent higher than the land without those improvements could bear, 
'han by abandoning the values represented by improvements.—A. W. Flux, 
Economic Principles, pp. 102-103. 
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can pay as rent. This surplus is the maximum that he will be willing 
to pay to the landlord. Good land yields a larger surplus per acre than 
badland; the tenant’s maximum, as such, will be higher in the former 
case than in the latter. In other words, his maximum will vary with 
the character of the soil and the location of land, the nearness of the 
market, facilities for marketing, and the price he is likely to get for the 
produce.® 

Supply of the Use of Land. The landlord may use the land him¬ 
self or may be willing to let it out. In the latter case there is said to 
be a supply of the use of land. The landlord calculates in his own 
mind, the surplus which may accrue to him if he cultivates the land 
himself. This surplus is the minimum which he will charge as rent 
for the use of his land. If he does not get this minimum as rent, he 
might cultivate the land himself or put it to some other purpose. 

Determination of Contract Rent. The contract rent is deter¬ 
mined by the interaction of the demand for and the supply of the use 
of land. The greater the intensity of the demand and the keener the 
competition among tenants relative to supply, the more will be the 
tendency of contract rent to reach the maximum. On the other hand, 
the greater the urgency of the supply and keener the competition 
amongst landlords relative to demand, the more will the contract j'ent 
tend to reach the minimum. Generally ispeaking, in new countries 
where land is abundant and competition among landlords is very great, 
contract rent is usually low. In old countries, particularly when they 
arc thickly populated, competition among tenants is enormous and 
contract rent is more or less equal to economic rent. Sometimes culti¬ 
vators pay even more than the economic rent in case competition is 
very keen among them or if they have no occupation besides agricul¬ 
ture to follow. This is called rack-renting and is common in India. 

§ 4. DRTERMINATION OF ECONOMIC RENT : RICARDO 

We shall now consider how economic rent is determined. The 
theory of liconomic Rent is a very important pr<jblem of distribution. 
When the expression “Theory of Rent” is used, without any adjective 
before the term Rent, usually economic rent is meant. 

The theory of economic rent was first propounded by David 
Ricardo (1773-1823), one of the most distinguished of the Knglish 
classical economists ; and is called the Ricardian Theory of Rent. 
In this theory Ricardo, followed by later economists, focussed atten¬ 
tion on agricultural land only. Other natural gifts were excluded 
from consideration, since the principles enunciated here apply with 
equal force to them as well. 

Nature of Land 

In order to be able to understand Ricardo’s tiieory of rent, we 
should first understand certain fundamental characteristics of land. 

6 For an able discussion of the factors affecting the utility and compara- 
tive utility of land, see Richard M. Hurd, Principles of City Land Values. 
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n\ Tnnd differs in fertility. Some plots of land are more fertile 
thaa of c^ual doses of labour and capita 

d ttlcc in fe®dbty, combined with v^iations in 'f f gwe 

rise to surplus or differential gain on the super-marginal lands. Ihis 

surplus is economic rent. 

(2) The cultivation of land is subject to the Lazo of ^i'^iifking 
Returns. The return due to the application of a particular dose 
labour and capital is less than that due to the preceding ‘iose A 
such, all the doses (except tlie marginal dose) enjoys surplus or ditle- 
rential gain over the final or marginal dose. This surplus, as we shall 

presently see, is economic rent. 

(3) Rent depends upon two main qualities of the Iznd—ferttUty 
and location. The more fertile a land, other things remaimng the 
same, the higher will be its rent. Its location has similar intluence 
on rent. Location implies, among other things, nearness of market, 
facilities of transport and the price prevailing in the market. Rent 
is the payment lor the fertility and location of land. 


Ricardian Theory of Rent 

Ricardo started with the supposition of a vast tract of a virgin 
land just colonized by a small number of men. Since the land is 
abundant and idle, no payment need be made for its use. Rent will 
not arise at this stage. The settlers will cultivate only tlie best or A 
grade lan^l ; and competition will reduce tlie price of the agricultural 
produce just to tlie level of the expenses of production. 

With the passage of time, the population of the colony will 
increase through births, or immigration, or both. The demand for 
agricultural produce will increase as a consequence and inferior or B 
grade land will have to be brought under plough. Now the applica¬ 
tion of an equal number of doses of labour and capital will yield heavier 
crop on the superior or A grade land and smaller crop on the inferior 
or 13 grade land. I'iie surplus yield of the superior land over the in¬ 
ferior land under plough, is tlie tconomic lent. 

If the population increases still further, still inferior or C grade 
land will be brought under plough ; and consequently rent on A grade 
land will increase while that on B grade land will begin to appear. 
This phenomenon of an increase in the rent of the super-marginal land 
and the appearance of rent on the (hitherto) marginal land, will go on 
repeating itself as population increases and submarginal land is picked 
up for cultivation.’ 


Illustration 


Let us assume that the supposed colony possesses four grades 
of land. The first r A grade land is cultivated in the first instance; 


7 Carver, The Distribution of IVealth, pp. 205-206. 
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and for a certain outlay of labour and capital, yields 50 maunds per 
acre. After some time, the second or B grade land is also brought 
under plough. For the same outlay, its return is, say, 45 maunds 
per acre. A surplus of (50—f5=) 5 maunds begins to appear on A 
grade land. This is its economic rent. 

After some time the population increases so mucii that even 
the third or C grade land comes up for cultivation and its yield 
per acre on the above outlay is, say, 35 maunds. Tnus surplus 
produce or economic rent of A grade land is now raised to (50—35=) 
15 maunds ; wlule B grade land also begins to show a surplus of 
(45—35=) 10 maunds, which is its economic rent. 

In course of time, D grade land will also come under cultivation. 
Suppose its yield is 20 maunds only. It will raise tlic surplus or 
economic rent of A grade land to (50—20=) 30 maunds; of B grade 
land to (45—20=) 25 maunds ; and on C grade land, rent will begin 
to appear to the extent of (35—20=) 15 maunds.. 

In the diagram on page 360 0.\, AB, BC, and CD, arc A grade, 
B grade, C gra<ie and D grade lands respectively. Tne application of 
an equal outlay on each of them gives an yield which is measured along 
the given scale and is represented by the rectangles standing just above 
the respective bases. CD is the no-rent land and does not yield any 
rent. All the other plots yield economic rent equal to the shaded por¬ 
tion of their respective rectangles. 

Marginal or No Rent Land 

From the above discussion, it is plain that the no-rent or 
marginal land plays an important role in the determination of the 
economic rent. It is caUe<l No-Rcnt Land because its expenses of 
production (excluding rent) are just equal to the price of its pro¬ 
duce so tliat it cannot aftord to pay rent. Being on the margin of 
cultivation, it is also called marginal land. The following important 
points must be remembered with regard to the marginal land : 

(1) It has a decisive influence on rent. Its yield forms tixe 
base from which economic rent on super-marginal land is calculated. 

(2) Maikct price of the agricultural produce is equal to the 
•cost of production on the marginal land. It could not be less than the 
cost of production ; otherwise the crop will not be produced at all—Ute 
marginal land will remain idle. Nor could it be less tliaii tlie cost of 
production ; otherwise a lower grade land will be brought under plough 
iind the marginal land will become super-marginal land. 
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(3) Marginal land is not fixed. It is, on the other hand, very 
sensitive to variations in the price of agricultural produce. As soon 
as the market price goes 
up, the hitherto margi- 
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sively cultivated, the vicld due to successive dose of labour and capital 

goes on diminishing till a stage is reached when the cost of the final dose 
IS just equal to the price of the yield it grows. This is the marginal or 
no-rent close. The produce due to all other doses exceeds that of the 
marginal dose. The surplus or the differential advantage thus appearing 
IS the economic rent. ^ 

The Hincrnm eiv.-n above can also be used for explaining the 
.ntcns.ve form of the theory of rent. Suppose the yield due to the 
application of the first Jose ot lahour and capital to a plot of land is 

, second d<»se, 45 maunds ; that due to the third 

;losc, .h5 maunds ^ and that due to the fourth and final dose. 20 maunds 
Tjie rent in the . : s, of first three doses is 30 maunds. 25 maunds and* 
maunds respi ctively. the fourth dose being no-rent dose. 

0.\, AVj. EC and CD represent the four doses and the rectangles 
standing over them represent the yield due to each of them. The 
shaded portions of the rectangles over OA. AB and BC represent the 

cr" ™ 

wall '"Tortant point that arises from this discussion is that rent 
wall arjst e\en if all the land was of uniform quality In such a case 
extensive form of cultivation will not of course ei\V rise to rent • but 

arise £'lho^n ahi’ve'’ intensive cultivation rent' will 
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Criticism of the Theory 

T,. Theory of rent has been criticised on many erounds. 

Ine tollowing are the main points of criticism : 

(1) Ricardo maintains that rent is paid for “use of the orifiinal 
and indestructible powers of the soil”. This expression is not very 
accurate. The powers of the soil, for which rent is paid, are not always 
original ; in some cases they are acquired. Again fertility, which is one 
of the most important parts of the soil, is destructible.® 

(2) His theory is said to be historically false. He said that the 
best land is first put under plough and latcr'on land is picked up for 
cultivation on the merit of its goodness. It lias been said against this 
contention that the ortlcr of cultii’ation is just the re\’erse ’ men proceetl 
from inferior to superior land. But the contention of the critics is. in 
the first place, not free from doubt. I-ven if it were correct, it must 
be realised that Ricardo’s historical order of cultiyation is not of the 
essence of his theory. It is simply an illustration, a method of putting 
a thing. What he wants to show by this historical illustr.Uion is that 
different points of land differ in quality. And this, of course, is true. 

(3) The most damning criticism against the Ricardian Theory 
is that it is thoroughly hypothetical and unrealistic. The assumption 
of perfect competition, on which the theory stands, is unreal; it does 
not exist in practical life. And it makes the theory unrealistic too. 

(4) Finally, it is sai<l that no-rent land docs not always exist 
If a country is very thickly populated, even the worst land might 
bring some rent. This is true to certain extent. But.if the market 
extends beyond the national boundary, no-rent land may exist in some 
other country supplying the same market. Even if we suppose for 
the sake of argument that no-rent land does not exist anywhere in the 
world, no-rent dose must exist somewhere. And if so, it may be said 
to determine rent. 


The conclusion is that the purport and the principles underlying 
Ricardo’s theorization are quite correct on the assumption of perfect 
competition. The moment that assumption is taken away his theory 
becomes inapplicable and it is the theory of contract rent which begins 
to apply. ^ 


§ 5. RENT AND PRICE OF ACRICUI.TUR.M, PRODUCE 

The rcl^^lon hetwen rent and price l,aa been a fond theme of 
economists. The question is often a.sked, whctlier tlie rent paid on 
land affects the price of agricultural produce or not; so tliat if rent is 
increased or decreased, whether the price will behave similarly as 
a consequence or not. The answer was given bv Ricardo Inn^r' 

;'rltermi;;d 
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Rent Does Not Determine Price 

The fact that rent does not determine price becomes clear if we 
take into consideration two fundamental facts : (1) Firstly, the price 
of agricultural produce equals the expenses of production on the 
marginal land. If the price exceeds the expenses of production, even 
inferior land will be brought under plough and the existing marginal 
land will cease to be the marginal land. On the other hand, if the 
price is less than the expenses of production, the cultivation of this land 
will become unprofitable and will, therefore, be given up. Thus it w!l, 
again, cease to be the marginal land. As such, the price of agricultural 
produce fnust be equal to the expenses of production on marginal land-, it 
can neither be more nor less. (2) Secondly, the marginal land (or 
marginal dose) does not yield any rent because its produce is only just 
sufficient to cover the expenses of production excluding rent. Evidently 
rent does not enter into the expenses of production on marginal land. 

Summing up these two facts, wc may say that the price of the 
agriadtural produce equals the expenses of production on the marginal 
land, xohich does not include the item of rent. Obviously the price of 
the agricultural produce is in no way affected by rent. Rent 
does not exert any determining influence on the price of agricultural 
commodities. 

There is, however, an unscientific sense in which rent may be said 
to enter into price. We might say tliat rent enters into price inasmuch 
.■<s it is paid by the cultivator of superior land out of the price which 
lie gets tor his product. But it does not enter into price in the sense, 
which is the correct and the scientific sense, that it determines the price, 
or that it is one of the elements of the cost which determines the supply 
price of anything.® 

Price Determines Rent 

In fact, rent itself is determined by the price of agricultural pro¬ 
duce. If the price of the agricviltural produce goes up. it becomes possible 
to cultivate a sub-marginal land : the margin of cultivation having gone 
down, rent increases as a matter of course. A fall in the price of agri¬ 
cultural produce creates an opposite effect. It makes the cultivation 
of the marginal land unprofitable with the result that a super-marginal 
land now becomes marginal land. By thus pushing up the margin 
of cultivation, it reduces rent. Rent in this way varies with the price 
of agricultural produce. 

Effect of Rent Remission on Price 

Since rent does not alfect the price of agricultural commodities, 
any reduction in it will fail to bring down prices. Even if rent is 
altogether remitted by landlords, the price of agricultural produce will 
remain unaltered. So long as the marginal land and the expenses of 
production on that land remain the same, price will also rem.un 
unchanged. 

By the same reason, it can be easily shown that if rent is increased 


9 Thomas, Elements of Economics, p, 251. 
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manifold, the price will remain the same. As Ricardo said, corn is not 
high because a rent is paid but a rent is paid because corn is high. 
Rent is not a component part of the price of commodities. 

Exceptions : When Does Rent Enter into Price? 

There are, however, certain exceptional cases in which rent 
does enter into the price of agricultural produce. Ordinarily it does, 
not enter into price because it is not an clement of marginal expenses 
of production. In the following cases, rent does become an elcmmt 
of the marginal expenses and, therefore, enters into the price of the 
produce : 

(1) If the State, or a body of landlords, has a monopoly of land, 
-it may charge rent even on the marginal land. It so, rent will cons¬ 
titute a component item in the marginal expenses of production and 
will affect price. In some under-developed countries, the State, which 
enjoys the monopoly of landown-rship, charges rent even on no-rent 
land ; therefore, rent enters into price of agricultural produce in such 
-countries. 

(2) Where cultivators have no other occupation except agricul¬ 
ture, competition amongst them bccontes so keen as to make them pay 
rent even on the marginal land. Here again rent enters into price. 
This is the case in India. 

(3) When a land which is super-marginal with reference to 
one crop, is devoted to another crop witli reference to which it be¬ 
comes marginal, the old rent continues to be paid. For instmcc, 
a plot of land may be super-marginal and productive of rent when 
devoted to wheat ; but if it is now devoted to the production of, say, 
barley, it may become marginal and incapable of yielding any rent. 
Still the old rent will be cnargeil. Here then rent will enter into 
marginal expenses of production and, tlicretoie, in price. 

§ 6. FACTOKS AFFECTING RENT 

Wc have seen that price determines rent. Consequently all 
those factors which affect tlie price of agricultural commodities neces¬ 
sarily influence rent. Improved transport, agricultural improvements, 
increase in population and general advance in civilization, are the most 
important of them. 

Effect of Improved Transport 

Improvement in the means of transport affects agricultural 
prices and the rent of a particular land according to the nature of 
the tract with which it is now connected cither for tlie first lime or 
with greater facilities than before : 

{a) If the new tract, made accessible by the improved means 
of transport, effects coniparativciy liigh prices for agricultural pro¬ 
duce, rent will tend to increase. For instance, the revolution in the 
means of transport during the 19th century enabled the American far¬ 
mers to send wheat to England where it was sold at fairly high prices. 
Jn America tlie demand for land went up ; sub-marginal lands bocamo 
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marginal lands in quick succession ; and rents increased by leaps and 
bounds. 


(b) If the new tract of land made accessible by improved means 
of transport, is a new source of supply of cheap agricultural commodi¬ 
ties, rent will tend to fall. For instance, when America began to supply 
wheat to England in the 19th century at cheap prices, much land in 
England went out of ailtivation ; super-marginal lands became margi¬ 
nal, and then sub-marginal in quick succession ; and rents decreased. 

♦ 

Effects of Agricultural Improvements 

Improved methods of cultivation lead to the production of 

increased qi’antitv of produce from the total land under culti\ ation. 

The den^and for agricultural commodity remaining unaltered, their 

price will oh\ioiislv shrml;. The marginalland will go out of culti^a- 

tion, it will become sub-marginal, and rents in general will fall. Rent 

arises as .a result of the operation of the* law of diminishing returns and, 

other things being eaual, any factor retarding its operation, as is the 

case with agricultural improvements, lowers the rents. If, hovcver, 

the demand for agriailtural produce goes up. consequent upon a fall 

in the price of acricultural commodities, the shrinkage in rent may 

evcntuallv he restored. 

% 


\Vc cannot in fact be verv definite about the effect of agricul¬ 
tural improvements c»n rent. Some economists hold the view that 
these improvements benefit poor land more than rich land; the latter 
alreadv vield fairlv heavy crops so th' there is little incentive to increase 
their produce further ; while the low yield of the poor land constantly 
offers incentive. .Vs such, agricultural improvements generally 
increase the output of poor land and tend to level the productiveness 
of the soil of different grades. If this point of view is correct, rent wilt 
tend to fall. In fact, “the irregularity of tlic applications of improve¬ 
ment causes varA ing effects on rent, and all that we can do is to indicate 
broad tendencies.’’’® 


EfTect of Increase in Population 

An increase in population raises rent. Increased population 
means greater demand for agricultural produce, which can be 
satisfied by hircing down the extensive or intensive margin of cuitiva- 
t’on ; in ntlnr words, by cultivating a hitherto sub-marginal land 
or by applying more dose of labour and capital to the existing 
cultivated land. In any case, the surplus or differential advantage of 
super-marginal lands, will increase and rents will go up. Moreover, 
as population increases, land will be required for such non-agricultural 
purposes as the construction of houses and factory-buildings, bazars 
and streets, etc. The rental value of land will rise due to this factor 
as well. 


Effect of an Advance in Civilization 

The consequences of an ailvance in ciAiUzaticn are similar to 

10 Thrmas, Elemenis of Ecot omics, p. 256. 
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those of an increase in population, namely, rent tends to rise because 
<1) the improved standard of living requires more expensive varieties 
•of food and clothing , thus increasing the demand for agricultural land; 
and (2) the demand for land for non-agricultural purposes like parks, 
play-grounds, etc., also goes up. Rent rises as a consequence. 

§ 7. RENT OF BUILDING SITES, MINES AND FISHERIES 


Rent of Building Sites 

The rent of building sites is determined on the same principles 
on which the rent of agricultural land is determ ned. It may. how¬ 
ever be noted that the rent of the agricultural land depends upon its 
fertilitv and location; but in the case of building sites, location alone is 
important In the case of building for -residential purposes, situational 
adv^antuKC consists in the natural beauty, fashionableness, healthlulness 
and conveniences of the site in question, i'ne goodness of the site tor 
buildings for business purposes depends upon its attractiveness, tre- 
qucncy and number of customers passing before it adjoining shops, 
etc. Thus the rent of building sites, whether for residential or business 
purposes, is always the situattonal rent. 

But this difference does not alter the principle by which rent 
is determined. At any particular time, there is in existence a no- 
rent waste land which is useless tor building purposes, lucre are 
many other sites distinctly superior to it for building purposes. 1 he 
differential situational advantage of super-marginal building site over 
the marginal one. is the measure of its economic rent. Rent ot building 
sites is highest in the heart of the city and goes on diminishing as the 
distance from the centre increases. 


Rent of Mines and Quarries 

The total payment mide for a mine in the shape of rent consists 
■of two parts : (1) Payments made for the minerals removed wliich are 
not replaced, called Royalty. In agricultural land, it may be noted, 
no such payment is made for the fertility of the soil which, if properly 
used, is inexhaustible. (2) Rent Proper, which is paid for differen¬ 
tial advantages in respect of case of working and convenience of situa¬ 
tion, called Mine Rent. 

Royalty has no semblance to agricultural rent; it is, however, 
the mine rent which resembles it so closely inasmuch as the margin 
may be lowered r.v/fTir/Wy by the working of less convenient or interior 
mines, and intensively by the application of more resources in the 
superior mines." At any particular time there is a marginal or 
no-rent mine which is so difficult to be worked and so inconveniently 
situated that it pays no mine rent. All other super-marginal mines 
pay rent equal to the differential advantage, 


11 'fhotnas, Op. Cil., p. 259. 

1.^ This is Marshall's view. It is difficult to agree with him that royalty- 
u not analogous to agricultural rent, Fertility, unless replaced by certain 
methods, is definitely exhaustible. And if so, the analogy between ugricul- 
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Rent of Fisheries 


It is maintained by many economists that with proper care 
fisheries yield a perpetual return, as happens in the case of ap^iculturat 
lands. As such, the analog)’ between agricultural land and fisheries- 
is perfect and rent of fisheries is determined in the same way as that of 
agricultural land. No-rent fisheries yield no rent ; the differential 
advantage of all the super-marginal fisheries measures tlie rent. 

§ 8. UNEARNED INCREMENT 

The value of land increases if the landlord effects improvements 
in it. Sometimes the value goes up due to the operation of certain 
social factors and without any effort on the part of the landlord. For 
instance, if a town grows up around a plot of land or if it is connected 
\vith the surrounding areas by efficient means of transport and commu¬ 
nication, the value of land is bound to increase. Such increase in value 
due to the operation of certain social factors and without any effort on 
the part of landlord, is known as unearned increment. 

Unearned increment is not the fruit of the labour of the land¬ 
owner ; it is the consequence of certain social causes. As such, it should 
not be allowed to be enjoyed by the landlord but should be spent for 
the welfare of the society as a whole through the agency of the State. 
The government may take away this increment : fl) through taxation. 
An unearned ir.CTcmcnt in value mav be lopped t.ff by the Government 
by the imposition of a tax ; or {!)'through land nationalization. The 
entire land may be nationalised, i.r., put in the ownership of the State 
so that any unearned increment appearing on the land might automa¬ 
tically benefit State finances. This opinion is held by many econo¬ 
mists and is particul.arly advocated by socialists of all shades of opinion. 


INTERMEDIATE QUESTIONS 

1. Explain the Ricardian Thcor>' of Rent, and examine the relation 
belwctn rent and price. (Andhra, I. A., 1950). 

M I- “ is unearned increment and hence the State can appropriate 

»t. Comment. (Andhra, I. A., 1044). ^ 

t the Ricardian conception of rent, and discuss how far it i% 

1 Com RMS) •'timings of factors of production other than land. (Bombay, 

i, hi.h:” - paid because corn 

ngricuhurl?hnd d/rcLiS^ *" 

• ^ Economic Rent, and cxpl.ain the factor on which the rent of 

agricultural land depends in India. (M. B., I. Com., 1953). ‘ 

(M. b'.; I.'cor, ?°52r' a='P‘="aes of producuon.” Elucid.tc. 


'ccp.' rV; pr «-- 

oTrrrIf’I’HcoTr '--cd-Tre ^'1 > Bl^rf^o^'X ‘p^oinr 
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8. Explain as clearly as you can the Ricardian theory of rent. Indicate 
the qualifications to’which it is subject. (Osmania, I, Com., 1952). 

9. Define economic rent. How is it determined ? (Patna, I. A., 1951), 

10. Explain the nature of economic rent. How is it determined ? (Poona, 
I. A., 1949). 

11. Discuss the Ricardian Theory of Rent. (Poona, I. Com., 1950). 

12. Define Economic Rent. How does it arise ? Does it form a con¬ 
stituent part of price ? (Poona, I. Com., 1949). 

13. Fully discuss the Ricardian Theory of Rent. (Raj., I. A., 1952). 

14. (a) Distinguish between Economic and Contract Rent, (b) “ Rent is 
not a thing by itself but a leading specie of a large genus.” Explain. (Raj., 

I. A., 1951). 

15. Why does Rent arise ? Establish the proposition : ” Rent on land 

is not an element in the price of agricultural produce.” (Raj., I. Com., 1953). 

16. Define the term Economic Rent. Explain carefully the effects of 

the following on rent of agricultural lands : (a) improved methods of cultiva¬ 

tion. (6) improvement in the means of transport, (c) increase in population. 
(Raj., I. Com., 1951). 

17. Explain the theory of economic rent. What factors enter into the 
determination of rent in India ? (Travancore, Inr., 1943). 

18. Explain rent and examine the effects of pressure of population on 
the rent of land. (Utkal, I. Com., 195). 

19. Explain the Ricardian Theory of Rent and state the relation between 
Rent and Price. (Utkal, I. Com., 1951). 


CHAPTER 50 
WAGES 

It is not to be understood that the natural price of labour estimated in 

food and necessaries is absolutely fixed and constant.It essentially depends 

on the habits aud customs of the people.— Ruardo. 

§ 1. INTRODUCTION 

Meaning of Wages 

-''-'"■''A wage is a price: it is the paid price by the employer to the 
worker for the labour performed by him (f.e., the worker). It may, 
as such, be defined as the price paid by an entrepreneur to the labourers 
eniployed for productive purposes. It may also be defined as the 
share of the national dividend which accrues to labour (in the broad 
sense of the term), including all kinds of workers whetiier they receive 
salaries, pay.s, or wages ; whether they are paid annually, monthly, 
V. ' ekly t>r daily ; wheilier they are skilled or unskilled ; wltethcr their 
work is manual er mental.^ 

Two Doubtful Cases 

'Tiicre are ivo doubtful categories of labourers whose remune¬ 
ration is called wages by some and c.xcluded from tliis class of 
incorue by others, 'i he lirst is the case of those entrepreneurs who 
take part in superintendence and management of an undertaking. 
In so far they tliemselves superintend and manage the business, 
t'ney W{Kk as organij.ers and are entitled to a salary. For if tiicy do 
Hot themselv es do ' us work, they will have to emplijy an organiser 
and pay him a rewai.,!. 'Fhercture, any payment niade to them, direct¬ 
ly or indiieetly, is obviously f»f the nature of wages. Tne second 
el.iss is constituted by independent workers like teachers, doctors and 
l.'Awet s. Tliev undi rgo some physical or menial exertion and receive 
a reward for their labour, usually called fee. Some economists arc 
of tile opinitri that this remuneration should be put under wages. But 
others do not agree with this opinion because tlic services rendered by 
these persons are sold to consumers directly, and not to producers as 
is tlie case with labour ; hence their reward is usually classed by them 
under prolits and falls outside the scope of wages. But this distinction 
is rather superficial. Their reward should also be treated as wages. 

Wage, Pay and Salary 

1'hc remuneration given to labourers is known by different 

1 Labour is a wealth-creating effort —J. B. Clark, Essentials of Economic 
Theory, p. V. Any human exertion directed primarily towards the creation of 
utility, is labour. Although the work of a child at school may create ” pro¬ 
ductive power ”, the immediate end not being production, it is not economic 
labour. •• The remuneration of labour.” (Sehgman, Principles of Economics, 
p. 'Ill), ” the earnings assigned to men for their work ” iSeager, Introduction 
to Economics, p. 222) in other words, the recompense of human exertion in the 
production of utility, is wages.—F. H. Streightoff, The Distribution in the United 
Stutfs. 
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names according to their status and the time of its payment. The 
remuneration paid daily, weekly or fortnightly is called vjage\ that 
paid monthly is known as pay, while that paid yearly is called salary‘s. 
There is no technical difference in the nature of wages, pays and sala¬ 
ries, all being the earnings of labourers. But from the point of view 
of social status and prestige of labourers, this distinction is very impor¬ 
tant. Wages are usually given to ordinary unskilled labourers who 
live from hand to mouth and who belong to the lower stratum of society. 
Pay is given to middle class persons like teachers, clerks, organizers 
and ordinary officials who hold a higher social status than the wage 
earners. Salaries are given to high Government dignitaries and well- 
paid organizers who constitute rich section of the society. Wages are 
less than pays and pays are less than salaries. Tne differences in these 
incomes arc wide in the present-day capitalistic economy. Tnese 
inequalities have given rise to much hard thinking and a nuvem.mt, 
aiming at levelling up incomes as much as possible, has been started 
under the name of Socialism.® 

The Problem of Wages 

Of all the branches of Economics, Distribution is the most 
difficult and the most important section ; and of all the problems of 
Distribution, the problem of wages is the most difficult and the most 
important problem. It is the most difficult because labour bein<y 
inseparable from labourer, the human element enters into considera¬ 
tion more definitely at this stage than in any other phase of our 
enquiry ; and the interference of non-cconomic elements with the 
operation of the economic ones has always to be faced with. It is the 
most importint problem of our investigation because it concerns the 
class of society which has the greatest numjrical strength and which 
generally speaking, is most dissatisfied with the present-day economic 
organization of society. 


§ 2. DETERMINATION OP WAGES 


Wage, we have said, is the price of labour. We have now to 
discuss how the price of labour is determined. Tlie price of an 
ordinary commodity is determined by demand and supply. If labour 
be regarded as a commodity, the same theory of value will apply to 


2 See Bencham, Economics, page 17 : Batson Practical Economics, page 4S 

In this context the term wa^e has been used in the narrow sense. I„ the hro.id 

eense, in which »t is generally used, jt includes all the three types of rc.nunera- 
tion mentioned here. •'* *'-.nuiiera- 


3 The question of inequality of incomes is very important and may be 

iiatrd‘srli ‘"It ^4 

<ialized skill. Scotty I he Approach to Economics^ pp. 125-130. ^ 

24 
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as Nvell. But labour differs from an ordinary commodity in 
several respects which necessitate modifications in the general theory’- 
nt value wlien applied to wages. 

Peculiarities of Labour 

The follmvirg are the peculiarities of labour as a factor of 
production. 


fl) Thr Worker Sells Jfis Work. Biti Retains Property in Himself. 

. The hist ptciilirrity of labour is that labourers are not bought rnd 
soM ns mncl>incrv and other material agents of production. The 
vorkcr .‘^ells his work or labour power for a definite number of 
l ours for an rgrcid wage, but he does not sell himself. There was 
a f'n c v! en a vorktr could tvtn sell himself. The purchased woikcr 
vrs called a sleeve. But slavery has now been abolished from every 
country of the -world. In this respect, labour differs from land or 
cfpiial: for botli l. rd and capital can be bought but labourer himself 
errroT be brught—only his labour power can be purchased.* 

f2) Loltur C c,v.not hr Separated from the Labourer. The labourer 


1 i s. t] t II fore, to f rest nt himself at the place where labour is required. 
7 his is ! ( t li e c;'Se ^\ith otl cr factors of production. Land can be 
Mp-tattd Trim tie hrdlord; capital, frem the capitalist. Landlords 
• ril t;pitii|!sts can h main in their hemes, but their land and capital 
<:n 1-c 1 f( d tl (lairds of milts r.way. But labourer must go where- 
':1 <i r is io 1 e i\ ppl'id. Lvf To il e irstprribilily of kbeurtrs from 
Mur. v; 11 s p< iM 1 .1 frcTcrs afft ct.Tg the foinur affect the supplv 
of hbfur. . rd Itave in he (trsickred when discussing wages_a fact 


•I 1 1 !.■? t. ct M.'rds n wry rf fducniirn ard trainii s of workers Mnnev 

'T t < r -1 . T .. V t;i f n iithtr I y if.mfcKts or hv employers ‘ Thev 

’t <T> . ; ri r . fpf Id 'O ( o :o f r> f c < i I r t f f their rcxirty exccrt in isol ncH 

f'-'. . Jl‘ r ;lt',iy to Vfk Mffcicntly third ard to rialise the^ import ince 

.. -.I-..- .1 . r.v-rt r-..-,... frr ,hc „clfr,c cf .lu-i.- cl,ndren;"'^„n,;;he, 

■I • lie .n r .iir ecis r rt nl.^o l.U- to .r‘rd m. rev on the education 

ofy . l.,v ..,1 . u 'ocr ipK-crrr.rtwnwcikin-vckcrs after education 
' r . V ri n ; ^:.is :i-d w. i.M U- f,tc towotK’fVr unv employer As 

atan-M n . , . n r'< '« r i j-1 r c s n < r i > .n lui’direv. n aehir.Vrv ei^c. '• he Jan 

rtrp 11,11 1 w i( t , f ih ;n orird.uie rs iki;e thirts ate his 'prorertv As 

hardal.-,-., ,i ,m,s: 'I 1 ' • ^ v I o I <: r i he op i urc s cf ri nrinc and edm 

cat. It: .1 c w. •!-. , 1 ut miv little tf the price that i.s paid for his services 

■ /, ; ‘h -r'lc-n irt rf crpiial in the rearing and enrlv train 

)! e ol -1 I ,1 , ,, - nc.iil\ile iifrunescf rarents,by their power of fore 

Ihi r iV,’’' 'Vt ‘‘ i" ‘ "f saerificc then^selvcs for the sake of 

1 . , 1 ; • ^ , ' !"' y, n r- ri;ric in the higher industrial prades 

vel^(^ n uth to fc'iit il I tiM emits frr il-iir 'crs- -r,\ tWx- ' T 

wilkrp to incur a cr n.s-di rtble in r i r t e ftr the purpc«e‘ E^ut m'fhrrr 
cf tracty the oil is. indtid. pifot. Per the skrdi r m errs" rded,? 
the paunts rrd the cen patatne werfress cf their re wir cf di-stinetK^ 
the futuie difi b!c ihim 1 m ni ir.vcbtirp rr tch Ci riiol in ihv er\ r t* ’ 

.rp ci^f their ihildnr. L, Urtt , ateiC this oi j cumuktic? tT" 
arcthe chi’dfin n i re (.11 < lai c r. the Ics^w ilV ,ho r ? I "Orse fed 

ard the less wj]] he their pr\Nti of accquatclv (ct xYv ^ 

of thor ch Idrcn vhilfiKi* si .* ^ icr the iralcrjal wants- 
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which makes the problem of wages a hard nut to crack. For instance, 
labour is not so mobile as say capital, because its mobility dcpcn«.ls 
upon the mobility of the labourer, which is hindered by a long list of 
personal considerations like love of liome, attachntent to associates, 
etc. These personal obstacles are, of course, absent in the case of 
other factors of production. 

(3) Labour Potoer is Very Perishable. II a mercliant «.loes itot 
sell his commodity today, he hopes to be able to sell it tomorrow. But 
if a labourer docs not work on any particular day, the labour power 
of that day perishes for ever and cannot be regained. Due to this lact, 
labourers prefer to sell their labour power at any price on any parti¬ 
cular day rather than wait and let it perish irrevocably. T)k- conse¬ 
quence is that the bargaining capacity of labourer is weakened and 
wages arc depressed. 

(4) The Supply of Labour Increases and Decreases I'iry Sloivly. 
If the demand for an ordinary commodity increases, its price rises and 
it begins to be produced in increasing quantity. ’'I'his is not so with 
labour. If the demand for any particular type of labour increases, its 
supply can increase in the following two ways : (a) Parents may train 
their children for tliat work. This will take considerable time and the 
supply will increase only slowly, (b) Labourers from other channels 
may be attracted towards this line by the offer of high wages. This 
latter alternative is not free from difliculties. The mobility of labour 
is a difficult process and cannot be relied upon as a quick measure. 
Moreover, the mobility might only shift the problem of the scarcity of 
labour from one grade or industry to another grade or industry. 

What is true of an increase in the supply of labour is also true of 
a decrease in its supply. Labour of any particular grade or industry 
can decrease through natural death of labourers, or its mobility to other 
grades or industry. I’hc first one lakes time and the second one is 
unreliable, besides being slow. 

Wc conclude, therefore, that the supply of labour adjusts itself to 
changes in demand only slowly. 


(5) 7'he Bargaining Capacity of Labourers is Weaker Than Thai 
of Employers. I’lie rate of wages is determined by the bargain made 
between the employer and the labourer. Each is supposed to be per¬ 
fectly free to consider his own economic interest, though as a matter 
of fact nearly always in the course of the world’s history the master 
has had the advantage and the workman has been less free to strike his 
bargain. This is due to a variety of reasons : (a) Labour power, as we 
have seen, is perishable. The labourer prefers to sell his labour power 
for any price whatsoever rather than to remain idle and lose it for ever. 

(&) Labourers are generally poor and have no resources to fall back 
upon, if they like to wait in the higgling and bargaining with the 
tmployers. They live from hand to mouth ; and in order to earn their 
bread for tomorrow, tliey must work today at any remuneration what- 
eoever. Employers know it thoroughly well and make its unscrupulous 
use to their own advantage, (c) In the olden days if labourers coultl not 
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get employment, they could themselves produce goods and sell them 
in the market. But most of these handicrafts have now decayed in 
the face of the competition of factory goods. The bargaining capacity 
of labourers has been considerably weakened, {d) Labourers lack 
organisation. Trade unions, such as they are, arc little developed, in¬ 
clude only skilled labourers and suffer from many defects and obs¬ 
tacles, j-ience they do not always offer an effective resistance against 
the exploitation by employers, (c) Sometimes wages are paid accord¬ 
ing to some old-established custom and are fairly low. Since 
custom docs not easily change, wages do not easily increase. (/) Even 
if there are chances of getting high wages at some particular occupation, 
labourers do not get the information. Their ignorance is a great obs¬ 
tacle in tlie way of high wages, {g) Finally, a rapid rise of popula¬ 
tion is creating a class of the unemployed, of increasing dimensions, 
which is a fruitful cause of low wages. 

The Theppy-of 

modern theory of wages is substantially the same as theory 
of value, subject to certain reservations necessitated by the peculiar 
characteristics of labour discussed above. According to this theory, 
wages are determined by tlie interaction of the forces of the demand 
for labour and its supply.® 

The Demand for Labour. Labour is demanded by employers 
who use labourers in tlie act of production. A labourer is engaged 
for producing^goods (or value); and whatever contribution he makes 
to total output or production is called Kxs productivity. This produc¬ 
tivity can be measured in terms of money. It has been found bv 
experience that the productivity of every successive or additiona'l 
labourer goes on declining as more and more labour is cmploved, pro¬ 
vided the quantity of other factors is not clianged. The productivity 
of labour thus resembles the utility of a commodity, which also dimi¬ 
nishes witli an increase in its supply. 

Now. when an employer considers whether or not he should 
employ one more labourer, he compares the productivity of the addi¬ 
tional worker with the wage he will have to pav him. If his produc¬ 
tivity exceeds the wage, he will employ the worker. He will go on 
employing labourers till the productivity of each additional labourer 
exceeds the wages paid to him. In course of time a point will be reach¬ 
ed wluTc tlic productivity of the last or the marginal labourer employ¬ 
ed just equals the wages he is paid. Such a worker is on the marJin 
of employment or dismissal : he contributes as mtich to production as 
he gets in the shape of wages ; and the employer is, therefore, indiffe¬ 
rent whether lie IS employed or not. He is, therefore, called the 
g tnalo Tffwl worker, and will be the last worker employed by the era- 



l«K«. ^ ®f price by Supply and Demand also holds eood for 

specrnVwav ^ Thc“nri« of” =>bbough it is supplied and sold in a 
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ployer. The productivity of the marginal or final worker is known as 
marginal or final productivity.^ 

It is thus clear that the wage which the employer will be pre- 
P'^red to pay to the marginal labourer will be equal to the marginal 
productivity. It cannot exceed marginal productivity since the employer 
will suffer a loss in that case. 

Now, when we are considering a great body of labourers, we 
may safely assume that all the members of the group are equally effi¬ 
cient and each is interchangeable with the other. Consequently the same 
wage will be paid to each of them. This will be the wage which is paid 
to the marginal labourer. Since the wage paid to marginal labourer 
is equal to the marginal productivity, it follows that the marginal pro¬ 
ductivity sets the demand price for labour. 

The Supply of Labour. Just as the employer (or buyer of labour) 
has a maximum, similarly the labourer (or seller of labour) has his 
minimum. The labourer’s minimum limit is set by his stajidard 
of living, i.e., the amount of necessaries, comforts and luxuries 
which he is accustomed to enjoy and which he will insist upon having. 
\Vagcs must at least be equal to the cost of his standard of living; the 
labourer will not accept a wage which is lower than the cost of living. 
If lower wages are offered in spite of the resistance of workers, they will 
seek to maintain it by such methods as deliberate postponement of 
marriage or life-long celibacy, mobility to other trades or localities 
where higher wages are obtainable, acquisition of greater efficiency or 
combination of workers and refusal to work at all except at adequate 
wages as determined by their standard of living. Such devices will 
push up the wage to the cost of living in course of time. The stan¬ 
dard of living of the worker thus sets the minimum limit below which 
wages cannot fall.’ 


6 Measurement of Marffinal Productivity. Marginal productivity of labour 
can be measured in terms of money by finding^ out the increase in the income 
of a firm if one more labourer is employed. For instance, suppose a mill em¬ 
ploying 1,000 workers, engages one more worker (J.e., 1,001 in all) while keep¬ 
ing other productive resources fixed; , 
and its income rises by Rs. 30. Then 
the ntarginul productivity of labour will 
be Rs, 3(>. I'his marginal productivity 
goes on declining with the employment 
of every additional hand, as has been 
clearly shown in the adjoining diagram. 

BC is the marginal productivity curve; 
and its downward slope represents its 
consistent fall with the employment 
of additional labour. AC represents 
number of workers employed and AB 
represents productivity in terms of 
money. When AD labour iscmploy- 


. 0 


. 6 


-^6 


O 


n* 


The’rnaS* productivity is BD. But if labour employed is increased to AD. 

A^r V-'" / employed increases to 

AC, marginal productivity will fall to zero. * ^ 

A Tfic Standard Of life in the case of labour replaces the expenses of pro¬ 
duction in the case of ordinary commodities, but it will be apprecluud thaFthe 
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Interaction of Demand and Supply. Between these two limits, 
the maximum limit as set by the marginal productivity of labour and 
the minimum limit as set by the cost of living of workers, wages are 
determined by the relative bargaining strength of labourers and em¬ 
ployers. In actual practice, the bargaining strength of a labourer fs 
very weak. Wages, therefore, tend to approximate the cost of living 
rather than the marginal productivity.® 

Illustration and Diagram 

Suppose, a mill-owner demands labour at different wages as 
sho\sin the table given below. As wages rise, demand for labour 

declines. Labour is sup¬ 
plied by workers ; and, 
as is clear from the ad¬ 
joining table, the supply 
of labour increases with 
an increase in wage rate. 
When the wage rate is 
R<4. 3 per day, the de¬ 
mand for labour equals 
the supply thereof. 
Hence this is the point 
of equilibrium ; and 
this would be the wage 
that would prevail. 


W nee 

(R^. daily.) 

Demand | 
(No. of wor¬ 
kers de¬ 
manded.) 

' 1 

Supply 
(No. of wor¬ 
kers ready 
to work.) 

1 

1 

mu 

1 

1 

20 


1 

su : 

1 

40 

1 

a 

60 

60 

4 ' 

40 

1 

75 

i 1 

( ! 

20 

1 

1 

90 



3Q 40 ^ i 

Of WORKCAS 


\\\- can represent the 

ahenv illustration diagrani- 

niaticalK. 'I’lic niiniber of 

woikirs has been measured 

alonu OX-a\is, and wages 

(Rs.) along OY-axi:^. DD’ is 

the ilemain.1 cui\e for 

labour, aiui SS’ is tlie 

s\ippl\ eur\e for labour. 

”^llu.y intersect at the point 

P. A- Mn.h. PM wovihl b<,- 

till, rate : arul ()\l v- l r . 

, , * Number of workers. 

woi;|,! Iv tlie number ot labourers who would be employed. 

stamhml of life is in many respec-s analogous to the rojf of production of a com- 
modit\, Iwteui.sc the- st.indard of Itfc i< a measurement of sacrifice m.ade bv the 

rAr// " ‘''wu lamily. ,.e.. in order to increase the future supply 

•J iLOikcrs. — I homas, I-.lements of Fconnniics. p. 277. ' 

commodity, the long-period price .inproxi- 
Similar^v* so production ; and short-period price, the marginal utilitv. 

IhW [m Vi economists .assert that wages tend to appro.ximate standard of 
l yng m the long period and marginal productivity in the short period This 

.rnSon'?h.u mVil' trom accurate. In the case of a commoditv there is .hc 
assumption that the bargaining strength of both the parties is equal. But such 

an assumption w, 1 be out of place in the case of 1. hour Hence the analog 

pursued Sv .he advocates of the ahove view seems to he unwarranted 
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Old Theories of Wages 

The above theory of wages is known as the Modern Tneo y 
or the Demand and Supply Theory of Wages. Economists in the 
past had propounded a number of theories of wages, the most 
important of which are (1) The Subsistence Theory or the Iron 
Law of Wage, (2) the Wages Fund Theory, (3) the Residual Claim¬ 
ant Theory, and (4) the Marginal Productivity Tneory. All these 
theories have now been discarded and the modern theory claims the 
largest number of adherents. But even this theory is not free fro.n 
defects and we have yet to wait for an economist who can solve this 
riddle. 


§ 3. WAGES, EFFICIENCY AND STANDARD OF LIVING 

Wages and standard of living are closely connected with each 
otlier and act and react upon one another through the m.-dium of the 
cfliciency of labourers. 

(a) Let us begin with the standard of living. Suppose the 
standard of living of workers goes up. They will now-be able to satisfy 
their wants more adequately, both qualitatively and quantitatively. 
Their efficiency, physical and intellectual, will increase. An increase 
in efficiency necessarily means an increase in p.'oductivity. Tne 
maximum limit up to which wages can go will thus increase. Again, 
standard of living determines the minimum below which wages cannot 
go. As such, a rise in standard of living also implies an increase in 
the minimum rate of wages. The maximum and minimum limits 
having thus gone up, wages arc likely to increase. 


If the standard of living goes down, opposite results will follow. 
EHiciency of labourers will go down. Their productivity will de¬ 
crease. The maximum limit up to which wages can rise, will go down. 
The maximum limit up to which wages can fall, will also decrease since 
it is the standard of living which determines tliis minimum, other 


things remaining the same. When the maximum and minimum limits 
are pushed down, wages arc likely to be depressed. 


{b) Let US now look at the relationship from the standpoint of 
tvages. If wages go up, labourers will be able to satisfy their wants 
more richly and their efficiency will rise. Their productivity will alsj 
increase. 'I’iie maximum limit of wages will thus go up. At the same 
time, higher wages imply higher standard of living wiiicli pushes up 
the minimum limit of wages. The minimum and maximum having 
thus increased, wages are sure to rise. 


If wages fall, opposite results will follow. EHiciency will gt) 
down ; productivity will fall as a consequence. Maximum limit of 
wages will thus be pulled down. At the same time, standard of 
living will decrease and the minimum limit will be depressed. \N'agcs 
will, therefore, fall. 


(c) We shall now consider the case from the point of victo of 
efficiency. If somehow labourers increase their efficiency, tlieir pro¬ 
ductivity will go up. Their wages will rise as a consequence. And 
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they Avill increase their standard of living. The results following in 
the case of a fall in the efficiency are just the reverse. 


/ \ 



Fig. 46. Shelving the relationships befwcen standard of living 

efficiency and wages. 

From the above discussion two conclusions emerge. Firstly 
labourers can increase their standard of living by making themselves 
more efficient, other things rtmaining the same. Secondly, the 
influence of a change in standard of living ., or efficiency, or wages 
is cumulative. If, say. efficiency increases, wages will increase* 
They will push up the standard of living. It, in its turn, will increase 
efficiency further. The circle thus got going will continue to run 
incessantly.* 


§ 4. RFAL AND NOMINAL W'AGES 

Meaning 

In modern times, labourers are generally paid in monev. Wages; 
paid in terms of money are known as Money or Nominal 

The labourer docs not value money for it o^^'n sake ^Vhat is 
of rro! importance to him are the necessaries, comforts and luxuries- 
which he can purchase with the money wages he receives. Again he 
also attaches sxihstantia) importance to other kinds of payments con* 
cessions and incidental advantages which he gets in addition to money 
wages. For instance, a domestic ser\-ant mav get free lodging old 
clothes tircl shoes, i„am on festivnis ttnd free trips m'th his in^ter 
A m.ll nnrkcr msv similarly obtain mill products at concession rates 
free readincr room, free games, etc. The necessaries, comforts and 


the Btnnd.ird of livinp nnd with it the efT.rinnVsV , r* “ " ‘Ocrease, 

example, civintr them A quality wheat at the pric^o^B qualit'v’’o'^ PW 
this increment very gradual. This increase shnnlrt 

propaganda in favour of wise expenditure. " ^ ^ accompanied with a 

wages. The point is debatable, any way. probably be called money 



WAGES 


377 


luxuries which can be purchased with the money waf^cs or other kinds of 
paymenty together with concessions and advantages incidental to the service, 
constitute the real wages.^^ 

Nominal wages arc expressed in money while real wages are 
reckoned in commodities and ser\'^ices. Labourers arc not so much 
concerned wth money wages as with real wages. Wages in a village 
may be only Rs. 5 per month and tliosc in a town Rs. 7 per month ; 
but the prices in the town may be much higher than those in villages 
so that the real wages in the village may be higher than those in the town. 
When a labourer has to choose between two sers'ices, he takes into ac¬ 
count not the money wages but the real wages. It is, therefore, im¬ 
portant to know what considerations enable us to assess real wages. 



AJOAMNAL 
AAONEY wage/ 




£!A>);<j>0(ic>4AlfV' 
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OTHCft. ADvahtaou* 

FREE AMDICAL 
OLD CLOTH^J^FREE 

oTc* 


i 


■Real wage/ 


Fig. 47. Illustrating nominal and real wages. 

Factors AiTecting Real Wages 

(1) The Purchasing Power of Money. The most important 
factor determining real wages is the purchasing power of money At 
some places general prices arc very low so that the purchasing power 
of money is fairly high ; at others, on the contrary, prices arc very hit^h 
80 that the I urchasing power of money is yery low. If the wages are 
more or less, the same at all such places, labourers will prefer‘the 
former class of localities to the latter. For instance, in a vil a-c agri¬ 
cultural ^mmod.t.cs (which are the things mostly entering rnio d . 


.. r I I y cnicnni? into 

cheap; in a neighbouring town I ke 
Allahabad, they are higher; while in a thickly populated industria^to n 

like and Calcutta, they are higher still. This is an important 

the conicnts Of the pay envelope to the number 
of dollars the wage-earner receives. By real waecs i<i mp ir,! .i 

Of dollars, but the amount of purchasing powU received R "T, " 

duction to Economies, p. 458. ^ received.—;. R. Turner, lutro- 


378 


INTRODUCTION TO ECONOMIC PRINCIPLES 


reason why wages are generally low in villages, high in neighbouring 
towns and highest in the industrial centres.^* 

(2) Incidental Advantages. Besides money wages, workers may 
enjoy various concessions and privileges. Agricultural labourers get 
cheap or free milk, mattha, and a cottage. Tne manager of a bank gels 
a free bungalow. Teachers and government servants receive provi¬ 
dent fund or pensions. Railway servants get travelling tickets. All 
such incidental advantages determine real wages. 

(3) Period and Cost of Training. Real wages also depend upon 
the period and cost of the training received by the labourer. There 
aie som^ unskilled occupations which require no training whatsoever; 
fur example, the digging of earth or the lifting of bricks. Anybody 
c.in become an unskilled labourer without any tra-ning. There are 
other occupations which require some training Involving a little e.xpense 
and time, e.g., the work of motor driving. There are still other occu¬ 
pations requiring fairly lengthy periods of expensive training, e.g. 
medical profession. These considerations must be taken into account 
in finding out real wages. If a motor driver gets Rs. 30 per month and 
a graduate teacher Rs. 35 per montli, the real wages of the latter are 
tUfinilelv l<.)wer than those of the tormer. 

(4) Trade Expenses. In the course of carrying on one’s occupa¬ 
tion, one lias sometimes to incur certain expenses. For instance, a 
College professor has to engage a conveyance for going to the college and 
to spend mf»ney on books and magazines. A lawyer, similarly, has to 
luive a conveyance, keep a clerk and pay to the lawyers’ association. 
All Mich tiade expenses mvrst be deducted from money wages in order 
to rtnd out the real wagci accurately. 


(5) 'J'iie Nature of Employment. Besides trade expenses, the 
nature of the work is also important. Some occupations arc very 
exiiausling {e.g., black-smithy) and reduce tlic working life of the 
l.ih'»uierj>. Otturs arc dangerous {e.g. lead-working) and shorten the 
earning period. Then there are some occupations which are definitely 
(.iii ty .\nd abhorring, e.g., the work of a sweeper or of a butcher. All 
smli factors must be taken into account while determining real wages. 
.\s compand to such occupations, there arc other lines of work which 


ail dchnitcly pleasant 
teacher or of an lU'tist. 


and attord much happiness, e.g., 
'I'liis plcasantnes.s increases real 


e\liausti\emss, danger and dirtiness decrease it. 


the work of a 
wages just as 


(6) The Length of the Working Day. Besides the nature of the 
occup.uion, the number of hours worked per day and the number 
ol holid.us also affect real wages. The difference becomes impor¬ 
tant when ^^e cf>mpare the case of a b.ank manager who has to go to his 
bank at A. IVl. and come back at 6 or 7 P. M., \\ith few holidays, 
with a college professor who has to take only few periods per day and 
gets manv holidavs. 


If nominal wanes are the same at different periods, real wages are 
hJChesr at that period when prices are iowest.—Cresw, Economics for Commercial 
^(UiietUs, p. 
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(7) The Regularity of Employment. The regularity of the em¬ 
ployment is also an important consideration. Some occupations are 
merely temporary; for instance, a carpenter may be employed at a 
particular place for a week or so but thereafter he may be dismissed and 
may remain unemployed for a fairly long period. Similarly sugar 
factories work only during winter and almost the entire staff is suspend¬ 
ed during the off-season. The irregularity of employment reduces 
real wages. 

(8) Extra Earnings. The real wages of an occupation also 
depend upon the possibility of supplementing the income through 
other sources. For instance, a bank clerk may work as an insurance 
agent in extra time. A lecturer may become an examiner, write 
books or take private tuitions. Such opportunities enhance real 
wages. 

(9) Employment to Dependants. The real wages increase still 
further if opportunities of employment of the various members of the 
family of the employed are great. In some of the industrial centres 
the groum-up boys and wives of labourers can easily find work, 
while in some other places the advantage is not available. 

(10) Prospect of Success. Real wages are also affected by the 
possibility of getting a lift or receiving higher wages in future. One 
may refuse a job promising high wages in the beginning but no rise later 
on, in preference to another job offering low wages in the initial stages 
but with fair chances of promotion later on. 

The high purchasing power of money, large incidental advantages, 
small period and cost of training, little trade expenses, light and pleasant 
character of occupation, short working days, regularity of employment, 
extra earnings, employment to dependants and prospects of success, increase 
real wages', while their absence decreases it. 

§ 5. NOMINAL AND ULAL COST OF LAHOUU 

Just as labourers discriminate between one occupation and 
another by comparing nominal and real wages, similarly employers 
discriminate between one labourer and another by comparing nominal 
and real cost of the worker. The wages paid to a labourer constitute his 
nominal or money cost to the employer, while his productivity gives 
his real cost. If two spinners arc employed at 8 annas per day and 
one spins 800 yards of yarn while another spins only 400 yards, tlie 
nominal cost of both is the same but the real cost of the first labourer 
is just half of that of the former. 

High Wages are Cheap Wages 

I he prevailing notion amongst many Indian employers is that 
it is economical to employ a low paid man. But tlie policy of de¬ 
pressing the labourer’s standard <>f li\ ing through low wages, is not in 
the best interests of tlie employers. American labour is in many 
industries the cheapest labour in the world because it is the bc^t p.tiu. 
High wages make possible a high standard of living. Tne higli stan.lard 
makes the labour intelligent, hopeful and full of character as well a.. 
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more efficient physically. The increase in efficiency is, up to a point, 
more than proportionate to an increase in wages. I^tustakean illus¬ 
tration. If the employer gives twelve annas a day to the labourer who 
spins 40 yards a dav and eighteen annas to him who spins 800 yards 
daily, then seeing the wages alone, the former is the cheaper man; but 
in fact, the latter is more economical. The cost of spinning per hundred 


yards 

while 


of varn in the case of the first labourer is—3 as. 

400 

in the latter case it is only—annas 3 pies. Thus 


money cost (or wages) may be high but real labour cost may be low. 
Low Wages are Dear Wages 

In the above example the cost of labour is higher in the case 
of the worker who receives low wages. Low wages arc, therefore, 
dear wages. Employers have now begun to realise that low wages 
arc not economical or profitable to them. If the wages are very low, 
the standard of living of the worker is unduly depressed and his pro¬ 
ductivity decreases more than proportionately. Intelligent employers 
now a-m at paying “cfiicienc}' wages” which might be sufficient to 
keep the labourers efficient and their productivity high.^® 

Long Hours are Unprofitable 

Some employers have the wrong notion that if they can make 
labourers work for long periods, they will be able to extract from them 
more work and their cost of production will go down. In fact, unduly 
long periods of work use up the vitality of the labourer so rapidly that 
his efficiency decreases more than proportionately with the result that 
he becomes costly. It has been found by experiment that if the 
number of hours are reduced up to a certain point labourers produce 
more during the short time that they work than what they formerly did 
in the long period. Of cemrsc, if the working hours are reduced be¬ 
yond that point, productivity will certainly go down. 


§ 6. METHODS OF WAGE PAYMENT 


The method of the payment of wages is as important as the 
amount paid. If the method of wage payment is defective, even high 
nominal wages may not be very real lulvantagc to labourers. There 
are two important methods of paying wages. The most frequent and 
important is the payment of time wapes, i.c., wages paid according to 
a unit of time—daily, weekly, montlily or annually. This method is 
not found most suitable in all ca.scs and W'ages are sometimes paid 
according to the unit or piece of work completed by him. The wages 
paid according io the latter me hod arc known zs piece toages. We shall 
discuss below the advantages and disadvantages of each of them. 


13 Cheap l.nbourer IS very hlcely to be inefllcient while a good man as the- 
saying goes, is aUays ^vo^h h.s wages. Tiic rc.il value of labour to the em- 
nloycr depends cnt.rtly on its ethm-ncy. If by giving his men shorter hours, 
bctttr or better conditions of labour in anv wav. an employer finds that 
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Advantages and Disadvantages of Time Wages 

The great merits of time wages can be appreciated by the fact 
that this system is most extensively used. The system of time wages 
ensures regularity of employment. If the labourer falls ill for a few 
■days, or if the factory stops working due to the breakdown of machi¬ 
nery or shortage of raw materials, no deduction is made from the 
salary of a labourer paid on, say, monthly basis. Agiin, it preserves 
the physique of workers by giving them no urge for overstraining them¬ 
selves and thus ruining their health. Where delicacy and perfection of 
'Workmanship are paramount considerations, this is the best method 
of wage payment since it gives no stimulus to hurried or “scamped” 
work. Moreover, where the amount of work cannot he measured, 
■e.g., the work of a supervisor or manager, this system is best of all. 

The system of time wages has many shortcomings as well. Its 
one great defect is that it does not give any incentive to labourers for 
working more efficiently. On the other Jiand, they are sure of a de¬ 
finite remuneration and as such become slack. For this reason, pro¬ 
per supervision has to be kept over them, which increases the over¬ 
head charges. Again, this system makes the discrimination between 
an efficient and an inefficient worker difficult. Efficient workers are 
paid less in proportion to their efficiency, as compared to inelhcient 
workers. 


Advantages and Disadvantages of Piece Wages 

This system is fair and just. The wage-earner receives remu¬ 
neration for the actual work lie does. The employer also gets full 
return for the wages he gives. Secondly, the greater is the «.juantity 
of work done by a labourer, the more are his earnings. Under this 
system, then, there is an urge to increase production ; each good worker 
gets more than what he could get a> timj wage ; and olliciency is auto¬ 
matically rewarded and inellicicncy punislicd. The cost of supervi¬ 
sion is also reduced to the minimum. 


This system, however, suffers from serious deneuti. S;n:e 
wages arc proportionate to the actual work done, labourers uiually 
work very hurriedly and overstrain themselves. Their work is, as 
a consequence, poor in quality ; besides, their health is seriously in¬ 
jured and they become old at a premature age. Moreover, if the 
labourer falls ill, he does not get remuneration for the period of his 
absence from the factory, which is a matter of special hardship to him, 
living as he does from hand to mouth. Further, it creates jealousy and 
competition among workers. 


Scope of These Methods 

Too much emphasis should not be laid on the differences bet- 

recompense the employer for the extra waces naid 'Fh 
man.—iodd, / oltt$cal Lconomy for Egyptian Students, p. 61. 
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wten these two methods of w?ge payment. At bottom, both the 
methods have intimate relationship with each other. Piece wages 
always fixed on the basis of the time required for the performance of the 
particular work in question. Similarly, time wages are fi.xed after a 
careful consideration of the work which can be done during a certain 
lime. “Presumably the employer endeavours to get the same amount of 
labour for his money whichever method he adopts.”^* The primary 
considerations leading to the preference of one system over another are 
(1) the quality of the \yorkmanship and (2) the measurability of the 
work performed. If high workmanship is necessary or the measurement 
of the work done is diflicult, lime w'ages are given; in the opposite case, 
piece wages are paid. Generally speaking, time wages arc most widel/ 
adopted.^® 

§ 7. TRADE UNIONS 

Meaning of Trade Unions 

\\c have seen that the bargaining capacity of an individual la¬ 
bourer is very weak. They can successfully compete with employers 
only if they'combine together and bargain collectively. With this 
obilci in vie w, labourers organize themselves into labour or trade unions. 
Sydney and Beatrice Webb, authorities on trade unionism, define a 
ii’ude union as “a continuous association of wa.ge earners for the pur¬ 
pose of maintaining or improving the conditions of their employment.^*” 

The functions of a trade union are the following : (1) To 
(inphasize the common interest of labourers and, by spreading the 
feeling of brotherliood, to foster unity and solidarity among them. 
(2) To maintain and conserve the advantages and privileges secured 
for the labourers. (3) To make efforts for improving their position 
still further, to fight the cause of the workers and to secure all vantage 
positions for them. Due to this fact, it is called a mililant organiza- 
(iov. The chief advantages for whii h it fights are an increase in wages 
iind a reduction in the hours of work. (4) To work as a benefit or- 
uanization and to provide relief to the members at the time of sicknesi 
or accident and to support them when they are unemployed. This 
function gives it the designation of a viinistrant association. (5) To 
increase die efficiency of labourers through public health campaigns, 
literacy propag; rda and otherwise. 

INTKRMEDI.VTB QUESTIONS 


1 . hy do \Mipcs (Jiftcr (t) from occupation to occupation, and (ii) from 

covintry to country ? (.Andhra, I. A., 1044). 

2. (o) \\hy do wapes differ from occupation to occupation ? (A) How- 

far is it true to say that “ \vaccs are not high because standard of living is high. 


14 Clay, Eccnoitncs for the General Reader, p. 20?. 

15 A very interesting account of these methods is to be found in the U.S. 
A. Final Report of the Industrial Commission (1902), pp. 736-736. 

16 The rradc Union is on organization designed to put up the seller of 
labour on on equality ^Yuh the buyer as regards bargaining strength.—Clay, 
Qp. Cit., p. 306. 
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but standard of living is high because wages are high ” ? (Hombav, [. A., 
1940). 

3. Write a critical and explanatory note on Trade L'nions. (Bombav, 
I. A., 1940). 

4. Account for differences in wages (a) within the same occupation, .ind 
(6) as between different occupatiorts. (Bombay, I. Com., 1^*49). 

5. “ Between the upper limit set by marginal productivity and the lower 
limit set by subsistence, wages arc indeterminate. Discuss. (Bomh.a'-, I.Corn., 
1948). 

6. What arc the main causes of low wages paid to sleeper?, landlv'S 

labourers, and primary school teachers in India ? (M. B.. I. A.. 1 '>.^1). 

7. Distinguish beuvcen real and nominal wages, and point out the Vic¬ 
tors on which real wages depend. (M. B., I. Com., 1933). 

8. What are Trade Unions? How do they attempt to achieve their 
object? (Mysore, I. A., 1943). 

9. Distinguish between Real Wages and Nominal Wages. Give tlic 
causes of the differences of wages in different places and occupations. (Osmanta, 

I. A.. 1952). 

10. Show how wages are determined. How do we calculate real wages ? 
(Osmania, 1. A., 1951). 

11. What arc the factors which determine the high or low level of wages 
of any class of workers ? (Patna, I. A., 1950). 

12. Distinguish real from nominal wages. Discuss the factors which 
determine real wages. (Patna, I. A., 1949). 

13. Explain the difference between real wage and nominal wage. Ex¬ 
plain the factors which determine real wages. (Patna, I. Com., 1932). 

14. Distinguish between Time Wage and Price Wage, and indicate their 
advantages. (Patna, I. Com., 1952). 

15. How are wages determined ? Distinguish between nominal and real 
wages. (Poona, I. A., 1950), 

16. In what ways are Trade Unions useful to labourers ? (Poona, I. A., 
1950), 

17. Account for the differences of wages in different occupations. (Poona, 
I. A., 1949). 

18. Distinguish between money wages and real wages. What do you 
understand by the economy of high wages ? (Poona, I. Com., 1950). 

10. How arc wages determined ? Explain the differences in wages 
among different occupations. (Poona, I, Com., 1949). 

20. Explain the law that determines wages under free con^petition. 
(Punjab, Int., 195/). 

21. How arc wages influenced by (a) foreign competition, and (b) tr.ide 
unions ? (Punjab, Inter., 1950). 

22. \\ hat arc the peculiarities of labour as a factor of production ? Exa¬ 
mine their influence on determination of wages. (Raj., 1. A., 1953). 

23. Distinguish between Real and Nominal Wages. Why wages differ 
in different industries ? (Raj., I. A., 195/). 

24. What is meant by economy of high wages ? Explain the statement 
that dear labour is really cheap labour. (Raj., I. A., 1951). 

25. Explain “ High money wages do not necessarily mean that wiiges 
are really high.” (Raj., I. Com., 1952). 

26. How arc wages determined ? Account for the differences in wages 
in different industries. (Raj., I. Com., 1950). 

27. ” I he labour is rich or poor, is well or ill rewarded in proportion 
to the real, and not nominal, wage of labour.” Elucidate. (Utkal, I. A., 1952). 

28. Distinguish between Real and Nominal Wages, How arc wages 
determined? (Utkal, I. A., 1951). 


CHAPTER 51 

INTEREST 


In every act of production in modern industry, manual work, organizing 
•^'ork, capital in the form of machine and power, plant and land, co-operate 
and because they co-operate, share in the product. Interest is paid for the 
use of capital because the capital is productive ; it enables its user to produce 
more tlran he could without it and out of this additional product interest is 
paid .—Henry Clay. 

§ 1. INTRODUCTORY 

Meaning of Interest 

The word Interest is one of common usage and the reader is 
probably familiar with it. The economic meaning of this term does 
■not differ from its everyday sense. The payment maJa by the bor¬ 
rower to the lender for the use of the latter’s capit.il is com.nonly 
called i?iterest. It may otherwise be described as the share of the 
national dividend accruing to the suppliers of capital. Capital is mostly 
lent in form of money and interest is also paid in that sh-ipe. It is 
expressed as certain percentage and is calculated mostly yearly. 

Interest can be looked upon from two standpoints. From the 
f) )int ijf victv of the b'jrrow^r, capital contributes to the production of 
wealth; in other words, it lias productivity. It is beciusc cipital pro¬ 
duces some value tliat tlie borrower finds it po.ssible to pay interest for 
its use. From the f>oint of view of the lender, the accunvilation of capital 
and its disposal as a loan involve the abstinence from immediate con¬ 
sumption; and interest is a reward for that abstinence. Interest may, 
therefore, be better defined as the p.iyment mado by the borrower of 
i apital, by virtue of its productivity to its owner, as a rew.U'd of his 
.ibstincnce.^ 

1 Interest is the income which capital returns to its owner whether he 
lends it nr employs it himself in his own business. There arc three forms in 
which this income may be returned, in the first place, it may come as pay¬ 
ment for the loan of general fund of wealth. Such a loan usually takes the form 
of money or some substitute for money such as a credit instrument. In the 
second place, the capitalist’s income may be received for the loan of certain 
specific pieces of capital such as building and machinery; and in tJie third place, 
It may be secured from the use of capital in his own business. 

In popular language only the first form of the capitalist’s income is in- 
vanably called interest. Ihc second is called either rent or interest and the 
third either profit or interest. But since they are all alike in being derived from 
the ownership of capital, economists have generally chosen to call them all by 
one name, and have chosen tntereU as that name, resening the word “ rent ” 
for the income derived from the ownership of land, and “ profit ” for an in- 
^ variously described but which usually has some connection 

»be independent busmess.nan himself rather than 
with that of his land or capital.—Carvar, Distribution of Wealth, pp. 213-214. 
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The Problem of Interest 


The problem of interest is divisible into three broad questions: 

(1) Should interest be paid on the moral and ethical grounds ? 

(2) Why is interest paid and charged ? This differs from the 
first question inasmuch as this is a purely economic issue while the 
preceding one is mainly a moral and ethical one. 

(3) J-Iow is the rate of interest determined ? 

Of all these questions, the last one is the most important and 
will be discussed in § 2. The first two questions are dealt with below. 

1 . Should Interest be Paid ? 


The question of the ethical justification or impropriety of charg¬ 
ing interest is mainly a moral one; and eoanornists are not directly 
interested in it. But, like all the ethical problems, it has an economic 
aspect and is, therefore, discussed below. 

The Condemnation of Interest in Ancient Times. In ancient and 
incdiacval times, interest was generally condemned. Tlie church 
forbade the lending of money on interest. Plato lojkeJ down upon 
usury; and Aristotle criticised it in unmistakable terms giving the pro¬ 
geny the celebrated phrase “Money is barren, it cannot breed money”. 
The Islamic religion also prohibited it strictly. The reason for this 
universal deprecation of interest was that in those days the society had 
not much developed industrially am! commercially. Money was gene¬ 
rally borrowed either in times of want and distress or for prodigality. 
As such, (f) lenders could easily oppress the borrowers by charging 
exorbitant rates which often ruined' the borrowers; and (/V) since 
capital was not put to productive purposes, the fallacy that capital 
could not “breed money” and the charging of interest was, therefore, 
unjust, could arise even in a mighty mind like that of Aristotle. Due 
to these reasons interest was condemned. This prohibition was also 
partly due to the fact that most of the money-lenders in Europe were 
Jews, who were non-Christians and were an eye-sore to Christians. 


It is significant to note that the code of M;mu in India did not 
forbid interest. It shows that Manu and other ancient thinkers of 
India were intellectually enlightened and considered the problem in 
all its aspects. It was also due to the fact that India was industrially 
and commercially an advanced nation in those times and the produc¬ 
tivity of capital was well appreciated.^ 


The Modern Justification. Slowly tlie world emerged from the 
industrial and commercial backwardness. Inventions in various 
spheres gave an purely new outlook to the people. Manufactur¬ 
ing machines multiplied. The network of the means of transport and 
communication began to spread rapidly. Trade, national and inter¬ 
national, increased by leaps and bounds. The productive nature of 


2 For a lucid account of the early 
The Rate of Interest, pp. 4-7. Also Dr. 
Interest. 


history of interest, see Irving Fisher, 
II. S. Gour, The History and Law of 
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capital ap?ertcd itself wth urmistakaMc prrminence. It began to be 
realised that since capital brings financial benefits to the borrower, it 
is onlv fp«r that he should give a part of that benefit to its owner. It 
M-as also felt that saving in^•f>lvcs the postponement of present consump¬ 
tion on the part of the capitalists, a sort of pain which will not be de- 
libcratelv borne unless rewarded. These considerations made the old 
prohibit'on against taking interest obscure and ♦odav it has become a 
thing of the past. This change vividlv brings bere>re our mind how 
Economics influences Ethics. 


Jvfrrcsf avd Usury. Though interest is gencrallv iustified (except 
by socialists^ I'sury is ustjallv looked drwn upon. Usiir\' differs from 
interest in the sense that it exceeds the latter and is, therefl)rc, unjust. 
It mav be described as exorbitant or excessive interest.® It may be 
well likened to rack-renting. Under special circumst.nnces, a landlord 
can charge rent higher than economic rent : such an action is called 
rack-renting. Under similar circumstances, a capitalist can charge 
more than the proper rate of interost : such excessive interest is called 
usurv’. I'^surA' is deprecated cthicallv, condemned socially, anil often 
prohibited legally.* 

Why is Interest Paid and Charged ? 


c shall now dismss the economic conditions which make the 
bor^o^^•cr pay and the lender charge interest. 

The bnrrriwer pays interest because l»c knows that capital is 

productive, ami out of its productivitv ho can pav a sum in the shape 

of interest to the capitalist. Eor instance, an ordinary cap-makcr in 

a village, working without n sewing machine, mav he earning Rs. IQ 

an'onth. Jlcknows that if he has a sewing machine, he can make more 

caps ard earn, sav, R«. 20 per month. The productivitv of the 

mai h.ine. iIk o. is Rs. 10 per month. Now. if he is offered sufficient 

mom y io purchase a sewing machine on the payment of Rs. 5 per month 

as mterest. ho will rcncHlv agree to the transaction. He will have to pay 

only a part of the productivity of machine as interest, the remainder 
being loft with him. 


Tlu second consideration yhtch frrees him to pav interest is the 
tact that th.- copifolist saves capital pawfidh. He postpones the satis- 
ae un o mnn\ pusent u nnts and bv stinting the present pleasure 

tivi'lvTm f ‘Iocs not use ctipltal produc- 

• l.tintncc or s.ncnficc, he must he rewarded. Unless this reward is 


but .determined hv supplv and demand 

steps mo control iland 

c/reon" mrW p 99 '^nt.-Crump. A First Book 
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forthcoming, he not supply capital. That is why the borrower 
consents to pay interest. The productivity of capital enables the bor¬ 
rower, and the abstinence or sacrifice involved in its supply compels 
him, to pay interest.® 

These considerations also work in the mind of the capitalist 
and make him charge interest. Firstly, he knows that capital is pro¬ 
ductive ; hence if he docs not derive the benefit of its productivity 
himself and gives this privilege to somebody else, he must get a fraction 
of that benefit. Secondly, he wants some reward for the abstinence 
or sacrifice he has to make in supplying capital. 

The reasons then why interest is paid and charged are the producti- 
vity of capital and the abstinence or sacrifice involved in its supply. 

§ 2. THEORY OF INTEREST 

Old-Iiieorles' of Interest 

We shall now discuss how the rate of interest is determined. 
This question has occupied the attention of economists from very 
early times and various theories of interest have been propounded, 
The most important of these theories arc (f) The Productivity Theory, 
{ii) The Abstinence Theory, and {Hi) The Austrian Theory. Each of 
these theories contains some truth but docs not discuss the problem in 
its entirety and with perfect accuracy. Often they throw light only on 
one aspect of the problem. They have, therefore, been substituted 
by the Modern or Demand and Supply Theory of Interest, which is 
considered to be the best available explanation of the way in wltich 
interest is dc’crmincd. 

Modern Theory. According to it, interest is determined by 
the demand for and the supply of capital. It is the point of equi¬ 
librium at which the demand for capital is equal to its supply. 

1. Demand for Capital 

Demand for capital comes from those who want to use it pro¬ 
ductively, c.g., traders, manufacturers, and agriculturists. Some- 
tim s Cove nment also borrow money for the construction of pro¬ 
ductive work like hydro-electric projects, means of transport and 
communication, etc. 

The contribution made by a dose of capital to total output is 
called its productivity. It has been found by experience that the 



5 If appeal to the common consciousness to say what is that c.ipitjU 
docs, or forbears to clo. that ,t should receive interest, wc sh.ill probablv cct 
tuo answers One will be that the owner of capital contributes a valuable elc 
ment to production ; the other, that he abstains from using his wealth in hi« 
own immediate consumption. On one or other of these grounds, the capitalist 
IS said to dese^e a remuneration and this remuneration is obtained by 1dm in 
the shape of interest. The first contribution is positive—that capital doL^ 
something ; oxher negative-.hat the capitalist abstain fron doSg 

something. In the one case interest is a payment for a tool • in the other f 

"''Translation o, 
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rroductlvin- of every successive or additional dos# of capital (j.e., 
Lrginal p^roductivity of capital) goes on dechnmg ^ 
capifal is employed, provided the quantity of other ® ^ 

chMgcd. The productivity of capital thus resembles the utih^ oi 
a commodity which also diminishes with an increase in tts supply. 
Now, when an entrepreneur considers whether or not he should em 
ploy an additional dose of capital, he compares the productivity of the 
additional dose of capital with the interest that will have to be piud 
on it He will go on employing more and more dose of capital so long 
as the productivity of each additional dose of capital exceeds me m- 
terest paid on it. ' In course of time, a point is reached at which the 
productivity of the last unit of capital is equal to the interest he is 
required to pav for it. The employer will stop at tins point and will not 
demand capital any more. The last unit of capital is c.dled final um 
because it is the hist unit which a capitalist can, or will* employ. It 

is also called because it is on the margin of employment 

or rejection. Its productivity being equal to interest paid 
on it, it is a matter of indifference to the entrepreneur whether this dose 
is employed or not; the employer may use this unit or may not use 
it. Thc'productivity of this marginal or linal unit of capital is known 
as final or marginal productn ity of capital.® 

G ^liOHiTcmevt of I^Ior^^iuot Produclivily of Capital. Marginal producti¬ 
vity of capital can be measured in terms of money by finding out the increase 
in the income of a firm il one more dose of a capital is employed ^uppose a 
inill is using Its. 1, (mi non as capital and us annual income is Rs. 1 J.OUU. INow 
if it cmnlovs Rs. !,'»»' more {i.e., l,'H,oi«i in all), its income might go up to 
I<s 12 12(i. '1 hcM I<s. 12<> is the inarpinal productivity of capital (assuming 

that capUul is cmplojcd in doses or units of Rs. l.dtKi). 

The working of the law of marginal productivity as applied to capital 
might be ilKib-rated by means of the following diagram : 



Let the amount of capital be measured along the horizontal line AC, and 
let the productivity of capital be measured along the perpendicular line AE, 
and let the descending line LC represent the rate of decrease in the marginal 
productivity of capital. If the amount of capital were measured by AD, the 
marginal productivity would be measured by the line BD or AF. If the amount 
of capital were measured by AD’, marginal productivity would, other things 
remaining equal, be measured by the line B* D’ or AF’; and when the amount 
of capital equals AD”, marginal productivity would be equal to B”D” or AF”. 
If capital went on increasing to AC’ the marginal productivity of capital will be 
destroyed altogether.—Car\cr, Op. Cit., p. 223. 
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The maximum tliat the borrower wil! pay for the marginal unit 
of capital Is its productivity ; lie will not pay more tiian tliat. And 
since each unit of capital is interchangeable with any of the other units, 
he will pay the same for every other as well. It follow.s, therefore, 
that the marginal pi oductivity determines the maximum that the pro¬ 
ducer is willing to pay for the use of capital.’ 

Supply of Capital 

The supply of capital involves abstinence or sacrifice and unless 
an adequate reward for it is forthcoming, capitalists will not supply 
capital. The money measure of the abstinence or sacrifice involved 
in supplying capital, is, then, the minimum below which interest cannot 
fall. It may be called the cost of production of capital ; and just as the 
cost of production of a commodity determines the maximum limit of 
its price%imilarly the cost of production of capital determines the lowest 
limits to which the rate of interest can fall. 

Determination of the Rate of Interest 

Between these two limits, tlic maximum as dctcrmincil by the 
marginal productivity of capital and the minimum as fixed by the 
abstinence or sacrifice involved in the supply of capital, the rate of 
insterest is determined according to the relative forces of demand 
and supply, by mutual bargaining and liiggUng of borrowers and 
lendcr ‘1 In new countries where men happen to be progressing eco¬ 
nomically, the demand for capital is great ; so the rate of interest is 
high. As communities grow and advance, capita! increases and is m 
time* more than enough to meet even increased demand; so the rate 
of interest falls. 

Illustration 

Suppose the demand for and supply of labour in a country is 
as shown in this table. It is clear from this that as the rate of interest 
rises, demand for capital declines and its supply rises, when the rate 
of interest is 3% the demand for capital is R<. 600 crores and its 
supply is also the same. Therefore 3% is the point of equilibrium, 
and this will he the rate that would prevail in the market. 


7 Atoney demanded for non-productive purposes cannot, according to 
our definition of capital, be included under this term. But non-prodactivo 
demand is similar to the demand for productive purposes and, therefore, exer¬ 
cises and influence on the determination of interest on c.apit.il. It is, I believe, 
for this reason that some economists add the non-productive demand to the 
productive demand in order to arrive at the total demand. It should he re¬ 
membered, however, that in the case of capital used productivclv, it is ntarijinal 
f>rodiiclivity which determines the maximum limit of the rate of interest. But 
in the ease of wealth borrowed for non-productive pvirposes, it is the m'lrqtnai 
udltly which determines this maximum. This difference docs not appear to 
me very important in this context ; and the above method of treatment may bo 
followed . 
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Rate of Interest 


Demand for Capital 
(Rs. cr.) 


Supply of Capital 
(Rs. cr.) 



Diagrammatic Representation 

In tlie adjoining diagram, amount of capital lias been measur¬ 
ed along OX-axis and rate of 
interest along OY-axis. DD’ % ^ 

cune has been drawn to re- y'* 

present demand for capital *' 
and SS’ curve to represent 

3uppiv of capital. They ^^ \ 

intersect each other at P. 
llicrefore, PM will be the ’ 

rate of interest and OM, the .. I _ 

amount ot capital lent and **o aoo 4Da soo coa toq * 0 * ftonM 

borrowed at that rate. 


§ 3. NET AND GROSS INTEREST 

Meaning 

The p.iyment made exclusively for the use of capital, is called 
^ct inlrrest. It may be also defined as the income derived from 
capital invested in channels free from risk, inconvenience and manage¬ 
ment iluties. Wliat the borrower actually pays to the capitalist for the 
use of his capital it is known as ^roi's interest.^ The payment so made 
includes, besides net interest, any or all of the following factors : 

(1) lusurance Against Risk. When a man entrusts his capital 
to somebody else for some time, he incurs the risk of its loss as a result 
of the inability or unwillingness of the borrower to pay back his 

ikbt. I'o cover this risk he makes some charge which is added to 

the net interest. 

The risk is of two kinds : (<?) Business Risk. The business 
followed by the borrower may be safe or risky. For instance, the 
work of a publisher is not so risky as that of a speculator. As such 
the charge made for the risk by the lender of capital will be greater 
in the latter case than in the former. The risk attached to the business 

8 Gross interest is what wc mean by interest in ordinary talk, the whole 
amount that a borrower has to pay, while net interest is that portion of the gross 
interest which is paid simply for the use of capital.—Moreland, Introduction 
k> Economics, p. 2.'>2. 
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of the borrower determines his ability to pay. (6) Personal Risk. A 
man may be able to pay but may not be willing to do so. Hi may be of 
dishonest intentions. The gross rate of interest charged from such 
man will be naturally high. It will be low in the case of the borrower 
who is famous for his integrity and who takes pride in paying off his 
debts as readily as possible. 

(2) Remuneration for Inconveniences. Some investments of 
capital involve many inconveniences. In some cases maney is payable 
at any moment, may be at the time when the borrower has no other 
jSource of investment; in others it may be payable only after a very 
tong period. .A.gain, some investments can be made only in large 
amounts, e.g., in the shares of the Imperial Bank, the value of each 
of which is one hundred rupees ; or, tliey can be made in only small 
amounts, like the deposits in saving bank account. Tne capitalist 
charges something for such inconveniences. An important c.iuse of 
the high rate of interest charged by Pathans and Kibulis is the great 
inconvenience involved in the realization of loans. An ideal invest¬ 
ment is one where money may be invested at any tim.: and in any amount 
atid withdrawn whenever desired. Such an investment involves no 
inconvenience and no remuneration is charged for it. 

(3) Remuneration for I^Ianagement. Tiic lender has to spend 
money and energy in the managem.Mit of an investm:;nt. He has 
to disco\er tlie likely borrowers and carefully consider tlic safety of 
the loan made to them. He has to settle the rate of interest with 
tlicm. The necessary legal formalities have to be undergone. Proper 
accounts have to be maintained. Tne borrowers do not pay punctually 
and reminders have to be sent constantly till the debt is cleared off. 
For this management, a charge is nude in tlie shape of an addition to the 
ju't interest. In the rural areas of India the smill loans given by 
J\fahajuns, Pathans and Kabulis involve much labour and management. 
Rir-payment is arranged in small inst.ihnents and for the collection of 
oach instalment villagers have to be approached several times. Tnis 
is one reason why the rate of interest is so high there. 

Variations in Gross Interest 


Generally speaking, the net rate of interest is niore or less the 
same everywhere : competition among borrowers and lenders tends 
to reduce it to the same level. But due to variations in risk involved 
in the loan, inconveniences of investm.nt and the labour of minage- 
ment, gro»s interest (which is called interest in everyday speech, though 
nf>i in Economics) differs widely. Investment in Government securh 
tics js quite safe, is not inconvenient and does not involve any labour 
of management. It is, in fact, the nearest approacii to the net interest 
in practical life. 1 he rate of interest payable by strong and well-known 
banks is also sufticiently low. d'he interest winch a city businessman 
or manuiacturer pays is more than that paid by tlie Government, in 
proportioit to the risk, inconveniences and managerial duties involved,. 
\\ heri wc come to rural areas, we lind even higher rates of interest, 
i his is partly due to the fact that the loan given to the agricvilturists is 
Very risky. In spite of his sincerity, he might not be in a position to 
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repay the loan. It is the experience of money-lenders that once the 
loan is given to th.e cultivators, it is repaid very gradually. Moreover % 
inconveniences of such a loan are also great, there being no definiteness^ 
about the duration, amount, or repayment of the loan. Finally, the 
labour of management, as seen above, is also tremendous. 

Rates of Interest also Vary from Country to Country. This is 
due to the international immobility of capital. Investors in foreign 
countries liave the fear that if the foreign debtor does not pay, the 
trouble and expenses of taking legal action against him will be liuge* 
Moreover, foreign courts may not be just to him always and in ali 
cases. Finally, if international hostilities break out, foreign capital 
may be forfeited entirely—even the Government loans may be repu¬ 
diated in such a case. These causes, together with those discussed 
above, make for variations in the gross rate of interest from country to 
country. 

§ 4. THE RELATION OF INTERE>T TO J’ROGRESS 

Effect of Progress on the Rate of Interest 


As socicU’ propressrs socially and cconomicallv, demand for 
capital coes on increasing, Firstiv, the use of machinerv extende. 
Mechanization and re-mechanization progress almuh^tI^•eIv, Scale 
of proiluction and of trade becomes large. Huge capital Is, therefore, 
dtmancled. Secondly, the modern state tends to embark upon in¬ 
creasingly ambitious? schemes in the interest of its members, which 
arc sometimes financed by loans. Finalh', much capita! is destroyed 
by wars, ratural calamities, etc., and demand for fre^h capital to take 
its place often arist«. Though all these causes increase the demand 
for capital, its supplv increases much more rapidiv. Substantial im¬ 
provements in metliods of production and in the efficienev of industrial 
organization increase the amount of wealth produced per vear. Sav¬ 
ings become larger as people develop foresight and begin to realise 
the value of keeping something for the fuUire use. The supply of 
capital thus outstrips the demand for it with the progress of societv; 
vath the rcsidf that the rate of interest tends to fall. This has beer> 
amply proved hv the history of interest during the recent past.* 

/^fro Rate if Interest. Some economists believe that the ten¬ 
dency of the ra'i of interest to fall will persist till a stage is reached 
wl cn it will bc(. me zero. It is difficult to agree witii 'this point of 
view. 71 is thcoty sibsMntiallv means tliat after some time a stage 
will cen c v.lun c>tir wants will be satisfied and wo need not employ 
nry crpttal for il c producfVm of wealth. The marginal productivity 
of crpitai. in other words, will drop down to zero. Rut human wants, 
as w c krow. rrc innimrraMe : and as soon as one want is satisfied, 

r.e r"'’ Fivarr^. p. 47. An interesting obiectivc evidence 

tllpir ^ bv Insorancc co.np.anies in 

cl^itK ^ cnntinuallv derllninc'. Thus CusUiv W. 

V i"] in his A-.-n-, o;, Life Insurance ; 

10^4 : 3 1-2 per cent, m their Jnsnrarce Principles and Practicer, 

Malan ^ calculation. see 
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another arises. So long as this continues to be a fact, there will remain 
numerous channels for the profitable employment of capital. Again, 
zero rate of interest can exist when people are willing to sav’e without any 
expectation of rewards : in other words, when tliey become so 
perfectly rational as to realise the value of providing something for tlie 
future use and feel no pain in saving. The assumption of perfect 
rationality of human beings is a mistake because men arc seldom perfect. 
It is, therefore, wrong to suppose that a stage will arrive when the rate 
of interest will drop down to zero.’® 


Rent and Interest 

Interest is the share of national dividend accruing to capitalists 
while rent is the share available to lan<llords. In short period, both 
rent and interest arc similar. Capital cannot be increased in short 
period ; neither can the land. This is the reason wliy income on 
capital goods, which arc limited in supply in the short pcriotl, is called 
quasi-rent. It is, however, in the long period that the real difference 
appears. The supply of capital can be increased in long period; the 
supply of land, on the other hand, is fixed for ever. As such, while the 
progress of society, which increases the demand for capital and land 
alike, depresses interest, but stimulates rent. Moreover, net rate 
of interest is equal evcrywlierc, but rent differs from place to 
place according to differences in fertility or accessibility, or both. 
Finally, rent of a land is the excess of its production over that of the 
marginal or no-rent land, but interest is not determined in this wav; 
in fact, there is no capital on wjiich no interest is paid. 

INTERMKDl.ATK QUESTIONS 

1. Discuss the difference between net anti £»ross interest .and expl.iin 
how the rate of interest is dctcrminctl. (Bombay, I. A., 

2. Critically examine the time preference theory of interest. (Bombay. 
I. Com., I^>49). 

3. Why is interest paid ? Explain why tlicre are differences in rates of 
interest («) at any one time, and (6) in different periods. (Bombay, I. Coin.. 

1940). 

4. A husinc.ssman borrows ntoncy at 6 per cent, a cultivator has to p.iy 

interest 12 per cent., and a labourer does not f'ct money even at 20 per cent. 
What arc «hc causes of the difference in these rates of interest ? (M. B.. I. A. 

1953). 

5. Distinpuish between Gross and Net Interest. Why are hiph rates of 

interest chnrpcd in Indian villaRCs ? (M. B., I. A. 1952). 

6. Dlstinpuisli between press and net interest, and exphiin bow the rate 
of interest is determined. (M, B., I. A., 1952), 

"7. Dfstinpuish between press and net interest. Will savings be com¬ 
pletely stopped if rate of interest is reduced to zero ? (Poona, I. Com., 19 

9. Distinpuish between press and net interest. Why does the rate of 


.dvanl:l*'r,wnrT declines as civili/ation 

’ n a question of time. This is as pood a pro- 

this: since the most skilful apriculturists are those 
who have reduced the heads of sheep to the smallest size, we shall arrive at the 
hifehcst apricultural perfection when sheep shall have no lonper any heads I 
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interest differ from place to place and from time to time ? Explain clearly. 
(Patna, I. Com.,*1951). 

9 What do you mean by interest ? Is it necessary to pay interest ? 
(Patna, I. Com., 1950). 

10. Do you agree with the view that interest is a reward for waiting ? 
Give reasons for your answer. (Poona I. Com., 1950). 

11. How is rate of interest determined ? Distinguish between gross and 
net interest. (Poona, I. Com., 1949). 

12. “ Interest is the price paid for the use of capital.” In the light of 
this remark explain how and when changes in the rate of interest may be ex¬ 
pected. (Punjab, Inter., 1950). 

13. Distinguish between Gross and Net Interest. (Punjab, Inter., 1949). 

14. Do you justify the changes of interest on loan advanced by a money¬ 
lender to the borrower? (Funajb, Inter., 1948). 

15. Discuss the Supply and Demand Theory of Interest. Is there any 
economic justiftcation for interest ? (Raj., I. A., 1953). 

U). Discuss why the rates of interest charged by the village money-lender 
in India are higher than the rates charged by the banks. (Raj., I. A., 1951). 

17. Why is interest paid ? .Account for disparity in rates of interest 
paid by an agriculturist and a trader. (Raj., I. Com., 1952). 

18. Why is interest paid ? In the light of your answer, e.xplain the 
fact that interest on capital is at one period relatively high and at another period 
relatively low. (Travancorc, Inter., 1943). 

19. Ho\s is it that you do not find one rate of interest in the countrv ? 
I L’tkal, I, Com., 1951). 



CHAPTER 52 


PROFITS 


Tlie true rate of profit in large business is higher than at first sight appears, 
because much that is commonly counted as profit in the small business ought to 
be classed under another head, before the rate of profits in it is compared with 
that in a large business.— Marshall. 

§ 1. INTRODUCTION 


Meaning of Profits 

Profit is the reward of the risk-taking function, accruing to 
•entrepreneurs or risk-takers. Otherwise expressed, tlie share of the 
national dividend accruing to the entrepreneur is known as profit 
Economists are not yet agreed as to the constituents of profits and the 
■way in which it is determined. Considerable difference in opinion 
exists on various points and makes the subject confusing to tlie 
beginner. We shall, therefore, set fortli the most reasonable and 
logical opinions on the subject. 


Profit, a Residuum 


Before proceeding further, let us sec how profits arc found out 
in practical life. The entrepreneur anticipates the probable future 
demand and the price of the goods he contemplates to produce. On 
the basis of this estimate, he enters into separate contracts with land¬ 
lords, capitalists, labourers and organizers; and production is commenc¬ 
ed. The entrepreneur makes payments to the various agents of 
production according to the rates agreed upon. If something is left 
from his income after payments are made to the agents concerned, 
it is his profit. If, on the other hand, his income falls short of the 
payments he makes, he incurs a loss. Profit is only a residual share 
of the produce of industry. 


It should be remembered that profit is a residual share, not in 

the sense that rent, interest, wages and salaries are determined by 

certain special laws applicable to each of them ; while any residue left 

out after these payments have been made is called profit, there beinu 

no other law governing its determination. In fact, profit is also deter- 

mined by its own law. Profit is a residuum in tlic practical sense that 

what is left over after the payment made to all the agents of production. 
IS known as profit*. ^ * 


1 Sec Carver, Distribution of Wealth. 
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§ 2. GROSS AND NET PROFIT 


Meaning 

In the popular sense, the word profit is used to denote the total 
return to the entrepreneur after paying rent and interest for the land 
and capital hired and wages and salaries for the labour and organization 
employed. In other words, it is equal to the excess of the receipts of 
a business over the actual expenses incurred by the entrepreneur. This 
profit is known as gross profit. 

yrt profit is not so extensive a term as gross profit. A reward 
accniinp to the entrepreneur only for his risk-taking function and 
bargaining skill is known as net profit. 

Constituents of Gross Profit 

Gross profit is made up of various constituents of which net 
profit is on''. Tt is, thc»-<‘foro. instaictivc and interesting to find out 
its other constiPicnts. Tii*’ various elements which may be included 
in gross profit arc given below. 

fn Prtvnrif to thr Factors of Production Supplied hy the Enfre- 
prrnriir Jlimsrlf. Tn manv businesses, entrer'’oneur himself supplies 
various factors <if production. He is not required to make any pay¬ 
ment In resport of them to any o\it?ider; nor does lie, generally speak¬ 
ing, himself receive anv r<‘war<( scparatclv. This pavment is usually 
merged in the gross profit. In estimating net profit, therefore, we 
should deduct from gross profit the rewards to the factors of production, 
other than the enterprise, supplied by the entrepreneur himself. Those 
rewards mav be the following : (i) Rent on Land. The entrepreneur 
might have supplied land, the reward for which must be deductcil from 
the gro«s profit. (ii'\ Tntrrest of Capital. Generally speaking, the 
entrepreneur supplies some capital. Unless he risks his own capital 
in the venture, he mav not get much capital from others, (m) Wages 
for Lahoor. Pnmt times an entrepreneur himself works as a labourer 
as In tl’C case of Indian cultivators. He then becomes entitled to cer¬ 
tain lAnr^es. SaJariis for On^anisation. Whenever an entrepreneur 

performs certain manafrerial iluties, a. reward accrues to him. which 
should be drducti.il from the gross profit in order to arrive at the net 
profif. 


(2^ Charges of ^Maintenance. (/I Depreciation Fund. Tn the 
second piece, some provision has to be made for the maintenance of 
capital, or its replaciment. as it is graJuallv used up or becomes ob¬ 
solete due to better inventions. This provision is known as depre- 
aatiov. Depreciat'on cliarges must be deducted from gross profit 
in <^der to arrive at net profit, a-? di prrciation charges are the expenses 
of business. (//) Insurance Charges. Sometimes a careful business¬ 
man sets aside a certain sum of money as a provision against possible 
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So3S. Something has to be deducted from the gross profit in tiie shape 
of ins urance charges before we can arrive at the net profit. 

(3) Extra-Personal Gains. Even after making all these deduc¬ 
tions, our analysis is not complete. We have also to deduct the 
extra-personal gains, i.e., gains which are not due to the efficiency, 
or ability, of the entrepreneurs : (a) ]\Ionopoly Gains. For instance, 
a businessman possesses certain monopoly advantages. He may 
have an effective control over the supply of the article he deals in. 
In this case his profit will increase but liis own efficiency is not res¬ 
ponsible for this increment. Therefore, the monopoly gain has to be 
subtracted from the gross profit, (ft) Conjunctural or Chance Gains. 
Again, the occurrence of certain unforeseen circumstances may enable 
a business man to additional reward. For instance, wlien a great per¬ 
sonage dies, there is an unusual demand for mourning goods and tra¬ 
ders in the line make great profits. Again, if war breaks out, dealers 
in arms and ammunitions make huge profits. Sucli gains are extra¬ 
personal resulting as they do from a favourable conjuncture of cir¬ 
cumstances which could not have been foreseen. Tliey cannot, 
strictly speaking, be regarded as pure profit and liave to be deducted 
from gross profit in order to arrive at net profit. 

(4) Pure or Net Profit. WJicn all the above deductions have 
been made from the gross profit, the remaining sum is the net or 
pure profit. It is the reward for two main functions : (/) Risk-taking 
Function. An entrepreneur takes risk on his estimate of future price 
and the extent of the demand. He agrees to pay certain remuneration 
to tlie various agents of production. If he gets a price higlicr than 
what he estimates, he makes large profits. If the price realised falls 
short of his expectations, he incurs a loss. “That it is the owners of 
business who take tlie chief risk is clear when we remember that they 
have paid for the labour, capital and land before the commodity is 
finished, often before its price can be found, and if tlie commodity when 
made is not wanted and cannot be sold, they cannot recover wages, 
interest and rent expended in the production of it”- (/V) Bargaining 
Skill. While employing various agents of production, the entrepre¬ 
neur tries to strike as profitable bargains as poisible. The degree of 
his success depends upon his bargaining skill. The reward for risk- 
taking and the bargaining skill is called net profit.* 


2 Henry Clay, Economics for the General ReaJer, p. 337. 

3The businessman is essentially an enterpriser, an enterbreneur ns he is 
«o.net,me8 technically called. Both terms signify 'one who undertakes or 
assumes risks. It is the reward of this special function which, together sviti® the 
results of superior bargaining, constitutes the peculiar income of the business¬ 
man, such an income as is never earned bv anvone n u uusim-ss 

undertakes risks.-Carver, DUtribunVo/VcJ.hTpp ' 
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I'he constituents of gross profit are shown in the diagram below . 



Fig. 4S. Dinprnm showing constiTuents of Gross Profit. 
The above iJei can be tabulated below : 

INCOME—EXPENSE.S GROSS PROFITS 


Reward to other factors of Clmrgcs of 
production supplied by the maintenance 
entrepreneur himself I 


Depreciation Insur.ance 
fund charges fund charges 


_ Risk undertaken Bargaining skill 

III I 

Rent of land Interest on capital Wages for labour Salaries for organisation 

The Concept of Net Profit 

According to the above description, net profit is the reward for 
the risk undertaken and the bargaining skill. This is the >'ie\N'point 
of American ccorcmists. Older economists had the wrong notion 


Kxtra per¬ 
sonal pains 


! 

Net Profit 
and personal 
gains 


Monopoly Conjunctural 


unins 


gains 
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that net profit also includes the reward for the capital contributed by the 
the entrepreneur himself. In old days, the form of business orga¬ 
nization was primitive. One-man businesses and partnerships were 
the common rule. The risk-taker himself supplied the whole of the 
capital. As such, their idea that an entrepreneur must also be 
a capitalist and that net profit includes interest was not wrong for the 
times they lived in. In these days capital is supplied by certain persons 
while risk is borne by altogether different persons. Hence this point of 
view is not correct for our own times. F. A. Walker, an American 
economist, was the first man to draw distinction between the function 
of an entrepreneur and that of a capitalist. He showed that an entre¬ 
preneur need not supply any capital whatsoever, though he generally 
supplies a substantial part of it. This view is now accepted by econo¬ 
mists in general. 

Marshall and his English followers maintain that an entrepre¬ 
neur also does the work of an organizer and his reward for organiza¬ 
tion is included in net profit. This opinion should now be regard¬ 
ed as out-of-date. An entrepreneur need not himself do the work 
©f an organiser. In a typical joint stock company, for instance, the 
function of organization is usually delegated to paid managers. It is 
quite separate from the function of entrepreneurs. Consequently, 
it is necessary to keep organization and enterprise as two different 
factors of production.^ 

§ 5. HOW IS IROFIT DETERMINED 

Economists are not agreed as to how profits arc determined. 
Different opinions have been put forward by different economists. 
We shall give here the most reasonable explanation of the determina¬ 
tion of profit. While reading other books, students will come across 
different analyses of gross profit and different theories of the deter¬ 
mination of profit. They should not be upset by the diversity of 
opinions. In the elementary stage, they might understand one ex¬ 
planation ; and if they are satisfied with it, they should stick to it. 

Normal Rale of Profit 

At the outset, it should be made clear that no entrepreneur will 
undertake a risk unless he gets a reward for it. In the short period, 
he may incur a loss; and he may still continue to remain in business 
in the hope that he might make good profit in near future. But in the 
long period, he must earn reasonable profit for his risk-taking function 
and bargaining skill. This reasonable profit which is essential to 
persuade the entrepreneur to undertake the risk is known as normal 
profit and enters into the expenses of production. This is an important 
point and should always be borne in mind. 

Determination of Profit 

Profit, as we have seen, depends upon the personal qualities of 

4 I very strongly maintain that loRical sense makes the separation of oren- 
msation and enterpnse inevitable and essential. The Marshallian view is too 
conservative to be appbcable to modern conditions. 
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the entrepreneur. Personal abilities of the various entreprene^s 
show considerable divergence. The abler the entrepreneur, the 
hieher the profit, and vice versa. There are some very able entrepre¬ 
neurs who earn magnificent profits. On the other extreme, there 
those unfortunate employers whose income is just sufficient to enable 
them to meet their expenses (including normal profit) and to keep their 
heads above water. “At this point, where success is scarcely better 
than failure, profits are at a minimum ; we may, in fact, regard such 

businessman as the.marginal class of entrepreneurs, and from 

tills low point upward we measure profits. As the ability, foresight 
and courage of the entrepreneur increase, so does his reward in the form 
of profit becomes greater, and at any particular point the amount of 
profit is proportionate to the superiority of the abilities of the more 
capable employer over those of the employer at the margin. 

Rent of Abiliiv. The reader will thus find from the above that 
profit is determined just like rent. The differential advantage of the 
lupcr-marginal land over the marginal land determines rent; simil^ly 
the superior abilities of a particular entrepreneur over his marginal 
compeer determines profit. As such, profit is often described as the 

rent of ability.^ 

§ 4. CALCULATION OF PROFIT 

Profit per Annum 

Profit is generally calculated as percentage of the capital em¬ 
ployed during a vear. Suppose, d nng the year 1954 a businessm^ 
who has invested Rs. l.UUU as i..pital, n.Mecs a profit of Rs. IJ). 

Ills rate of profi', then, is ^ =1*. p.c. 

Profit on Turnover 

When the sales of the business come to the level of the capital 
employed in the business, there is said to be one capital turnover. It 
siiiiplv means that the capital is turned over once. If during a year, 
total sales amount to four times the capital employed, there have been 

four capital turnovers. 

Sometimes profit is expressed as a percentage of the capital 
turned over during the year; then it is known as profit on turnover. 
In the above example, we assumed that 12 per cent profit is made 
on the capital of Rs. 1,UOO. Now, if the capital has been turned 
over four times during the year (in other words, if the total sale 
comes to Rs. 4,000 during the year,), the rate of profit on turnover is 
Rs 3 per cent only. Were the capital Uirnover twice, the rate of pro- 
fit on turnover ^vouId have been 6 per cent. 

5 Thomas, EUmerits of Ecotiomics^ p. 331, 

6 in this thcorv, the critic may say, it has not been examined how the rate 

of normal protit is determined. This is simple. I .-t 

demand for and the supplv ot enterprise, if demand exceeds supply the normal 
rale of profit will be hiyh i and iiVe versa. At any particular time the rate oi 
profit is the equilibrium point at which the demand for and the supply o 
prjse are equal to one another. 




PROFITS 


401 


If a businessman keeps profit on turnover to a small figure, his 
prices will be fairly low ; his turnover will increase as a consequence 
and his profit in total will be fairly large. If he keeps the profit on 
turnover fairly high, his prices wtII also be high; his turnover will 
decrease and his profits may become small. Profits, thus, depend upon 
the percentage and the turnover; and usually it one is increased, the 
other decreases. This alternative always presents itself to the 
businessman who resorts to the course best to his mind. 

§ 5. TENDENCY OF PROFITS TO FALL 

As society progresses, profits tend to fall because the rate of 
increase in the supply of enterprise exceeds that in the demand for 
it. In this respect, then, it resembles interest which behaves in the 
same way. It is, of course, unlike rent which rises with the progress 
of society due to its limited supply. 

As knowledge increases and becomes the possession of an in¬ 
creasing number of the members ot a society; as inventions spread 
and an increasing number of employers are enabled to obtain access to 
new inventions and new processes; and as the number of men of 
a!)ility of any community becomes more plentiful with increasing 
advantages for obtaining mental and technical equipment ; so do the 
opportunities to make exceptional gains tend to become less frequent 
and profits as a whole tend to touen lower levels. This tendency is 
somewhat offset by a greater demand for enterprise in the new indus¬ 
tries set up for supplying new wants. But the increase in demand 
does not keep pace with increase in supply and the profits tend to fall. 

INTERMliUlATE QUES'l'IONS 


1, How arc prohts ticlcmuncd ? li.xplain with the hclp of an example 
the difference between gross anU net prolns. (.Ai. li., 1. A., 1>53). 

2 ^ a note on Ciross end Net Proiits, (AI. B., 1. A., 1952}. 

3. Explain briefly the term profit. Uistinguish betsveen gross profit and 
net profit. ^Osmaniu, 1 . A.» 19^2}. 

4. What do you understand by profits ? How far can you justify the 
payment of profits ? (Patna, 1. A., l94/}. 

5 What do you mean by profits i Should they be paid ? (Patn.i, I. 
Com., 1949). 

6. How do profits arise ? Do you think they arc justified ? Give 
reasons for your answer. (Poona, I. A., 1950). 

7. “ ’I'here would be no profit in a static society” Coinnicnl. (Poona, 
I. Com., 1950). 


8. Write a note on Gross and Net Profit. (Punjab, Inter., 1949). 

9. Analyse Profits, and discuss your analysis. (Uaj., 1. A., 1951). 

10, Account for difference in profits earned by different enterprisers. 
(Kuj., 1. Com., 1953) 

11. Define Profit. What are the constituent elements of profits ? (Raj., 
f. Com., iVaO). 


12. Analyse profit. Who receives it in the case of a joint stock com- 
paiiy i ("Pravancore, I. A., 1943). 
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CHAPTER 53 

PUBLIC FINANCE AND T.AX-\TION 


Public Finance is concerned with the income and expenditure of public 
authorities, and with the adjustment of the one to the other .—Hugh Dalton. 

Meaning of Public Finance 




In every progressive society, some form of CJovernment or¬ 
ganization exists. Government has certain functions and duties 
to perform. These functions are either necessary or optional. The 
ilcfence of the country against foreign aggressor, the maintenance 
of peace within the country and the enforcement of law for the punish¬ 
ment of evil-doers arc necessary functions. The optional functions 
of a Government are those functions which a Government is pre¬ 
eminently suited to perform by virtue of its position as a central body 
and a large capitalist. It may provide a good currency and a uniform 
system of weights and measures, good roads and railways and efficient 
post and telegraph ofllces. The more a Government plays the role of 
an educator, the more miincrou^-its optional functions tend to become. 
All these functions ifivolvc expenditure, to meet which Government 
needs money. Therefore, it has to raise revenue. The science 
which studies the wealth-getting and wealth-spending activities of the 
State is known as Public Finance. As Findlay Shirras puts it, Public 
Finance is the science which is concerned with the manner in which 
authorities obtain their income and spend it'. 

Divisions Of Public Finance 


Public Expenditure and Public Revenue are the obvious branches 
of Public Finance. Sometimes the income of the State falls short 
of Its revenue, and the Government has to borrow money. The 
problem of Public Debt is so important that it is studied as a separate 
branch ot Public Finance. Finally, the financial administration, involv¬ 
ing the framing of budgets, and the like, has also got to be studied 
I'lnancitU Administration as the fourth branch of Public Fin- 

ance. Public Revenue. Public Expenditure, Public Debt and Financial 
Administration are, then, the four divisions of Public Finance. 
Public Expenditure 


Scant attention 
1 Findlay Shirrr.s, 


was paid to Public Expenditure 
The Scur.fit of Public Finance, Vol. 1. 


up to 19tK 
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century, It was only recently when increase in population, prices, 

living and frequency and expenses of wars increased 
public expenditure enormously thet it began to be studied rs e 
Separate branch of Public Finance. 

Expenditure. The reader will appreciate cer- 
Fi^tl differences between public and private expenditure. 

individual is usually, more or less 
other 'llexpenditure to it. The State, on the 

VnA tU probable expenditure of the coming year 

and then adjusts its income to it. Secondly, a private individual regards 

a surplus of income over expenditure as a mark of wisdom, for that 
helps him in the proverbial “rainy day”. But. in Public Finance, a 

because a surplus makes State officials 
XI!.:! V- I ^ ideal to be achieved by a finance minister is a small 

deficit which makes State officials careful in spending money. Third¬ 
ly, public expenditure is of a compulsory character. FoV instance 
expenditure on defence must he incurred and interest on debt must be 
paid. But in private expenditure, the will of the individual often deter¬ 
mines the amounts and directions of its application. 

Public Revenue 

Writers on Public I’inancc hnve dividcH PuKiir- d 
variety of ways. Without going in del^if we'^tTiy 
mam sources of revenue of the modern Stale which are as under : ^ 

Uf. I Public Dontaiti. Government is the direct owner of certain 
land, forests and mines; and receives a revenue therefrom. 

from ihl oSc.rs”tf?i(t" Ih^rfi^s ‘['e 

.1.C object of deriving . revenu"^ N:«Xirs:,'ry rre^reLd 
any other source of income. Sometimes some rich X ® ^ ^ 

r. Iy g.vc some donations to the State for humanitarian ^ecL.'’ ’ 

(3) Rate or Price. The modern Stato • 

enterprises like post offices, railways etc The n 
piireliasers of tl,e goods or services sold by these entefnr'il 

s, r,. or; “ 

come do not yield su/hdent^rc^v”nuT*’ The”,,'’'”'''''’ of 'n- 

of tl.c^State are taxes, fees and special asiss^ms''’''''^' 

aefray the" xpeme ":3r[r;^„“.r'co''n';m':,n'i t''"’ 

r.hrcnce to sptcial benefit conferred” Tax nifff '""'‘’‘'f 
1 ‘e 'nT" ' con.pulsory while nrfe^fi? P^'“ 'O 

n^' b^"bSed'e!]:rsi; 

ar.ch man pays Rs. 5.000 per -non/as mfght '.d^Tfitt/e' 
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benefit in return in the shape of security of life and property ; 
tt rSt of the money migld be spent by ‘'’J ^ 

of the "slums”; but if he purcha^s ten envelopes, 'f tax 

for tvhat he pays. As Prof. Taussig puts it, The essence ot 

is the absence!^„-f a direct quid pro quo between the P ^d 

authorin'.” Wc sometimes pay/ee to the State, ® c 

stamp f«s. Fee has been defined as a payment to defray the cost o 
each recurring service undertaken by the State primarily in the public 
interest hut conferring a measurably special advantage on the fee-pavjr. 

Sometimes an improvement is effected by the State in the public 
interest hut those who benefit by it are charged ,n proportion to he 
benefit conferred. For instance, a road might be improved and the 
expenses collected in the shape of sprciul msessmeuts 
directly benefit hv it. It is American m its origin and application. U 
has been defined as a compulsory contribution leaned in proportion 
to the special benefit derived, to defray the cost of public improvement 
to property undertaken in the public interest. 

§ 2. C.VNONS OR PRINCIPLES OF TAX.\TION 

Taxation is considered to be the most important part of the 
Science of Public Finance. Taxation is one of the sources of income 
of the Government and its study is thus merely a part ot the whole 

science. 

The qualities desirable in a svstem of taxation have been em¬ 
bodied bv Adam Smith in four canons or principles.^ Subsequent 
xkTiters have generally followed and adopted them and they have now 
become classical. I'hcy are stated belo^^ . 

(]) Principles of Equality or Equity. “The subjects of every 
State ouelit to contribute to the support of Government, as nearly 
is possible, in proportion to their respective abilities r. e., in proper- 
tion to the revenue wliich they respectively enjoy under the protection 
of the State. In the observation or neglect of this maxim consists 
what is called the equality of taxation”. J - Ax.‘ j 

The principle, known as the (principle of equity^ discusses the 
lines of levying taxes equitably. iV is generally agrCed upon that 
w 7/Vuntrihuiions collected by the State from its members should be such 
as to indict equal sacrifice on each (d them.j^ According to Adam Smith, 
principle of equal sacrifice will be put into practice if taxes are 
odlecicd in proportion to the incom.-s of the members of the State. 
Such taxation is known as Proportional Taxation. Adam Smith 
finds probably few followers today. Modern economists generally 
maintain that equality of sacrifice can be brought about if the rich 
pay more than proprotionately to their income and the poor less 
than proportionately. Such Taxation is known as Progressive 
Taxation : it is coming widely into popularit>'. 

(2) Principles of Certainty. The tax which each individual 
is bound to pay ought to be certain, and not arbitrary. The time 


■i 


2 Adiim Smith, Wealth vf Sat ions. Book II, Chop. Sec. 2* 
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of payment, the manner of payment, the quantity to be paid, ought 
all to be clear and plain to contributor and to every other person, 
This statement is so clearly worded as to require no explanation. 
Certainty implies absence of speculation in the finance of the State and 
the discouragement of arbitrary exactions on the part of tax-gatherers*. 

(3) Principle of Convenience. “Every tax ought to be levied 
at the time or the manner, in which it is most likely to be convenient 
for the contributor to pay it/ A tax upon the rent of land or houses ) 
payable at the same time af~ \\hich such rents are usually paid, 

^is levied at a time when it is most likely to be convenient for the con¬ 
tributor to pay ; or when he is most likely to have w herewithal to pay. 
The greater the convenience to the tax-payer, the less the time and 
resources involved in the collection and payment of taxes. Taxes on 
commodities, called indirect taxes, are very convenient since they are 
paid by the consumer in a manner that is convenient to him. He pays 
them little by little as he has occasion to buy goods. 

(4) Principle of Economy. “Every tax ought to be so con- 
triyed as to take out and to keep out of the pockets of the people a5~ 
little as possible over and above what it brings into the public treasury 
of the State.” This principle means that those taxes should be given 
preference whose cost of collection is less in proportion to their yield 
and which cause least injury to the economic interest of the tax-payers. 
For instance, if the collection of a tax requires the services of an army 
of collectors whose activities cause the tax-prayers to stop business for 
some time, the cost incurred by the State and the injury inflicted on the 
tax-payers will be so great as to constitute a flagrant violation of the 
principle of economy. 

Modern Additions to the Above Principles. Modern writers have 
added three more principles to the above four Adam Smithian prin¬ 
ciples of taxation. 


(5) Principle of Productivity. This principle requires that & 

tax should be productive of handsome yield. The imposition of 
several taxes yielding small proceeds causes 
venience. It is better to inmosc only tax 
return. \ 

(6) . Principle of Elasticity. ^Aa. ideal 
consist (/f sommaxes whose income might automatically increase with 
wealth and population, or can be made to increase to meet sudden or 
exceptional demand for revenue without necessitating considerable 
increase in the cost of collection. Income-tax is an iileal tax from thi« 
point of view. 

(7) Principle of Simplicity. A system of taxation shouKl be 
simple, plain and intelligible to the masses. 


great vexation and incon- 
\yhich can produce large 




system of taxation should 


3 Adam Smith wrote ; “The certainty of what individual oucrlit to pay 
is. in taxation, a matter of so prreat importance, that a very considerahle dcftrcc 
of inequity, it appears, I believe from the experience of all nations, is not so 
great an evil, as a very small degree of uncertainty,” 
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§ 3. DIRECT AND INDIRECT TAXES 


Meaning 

Taxes are either direct or indirect. *‘A direct tax is one which 
is demanded from the very persons who, it is intended, or desired, 
should pay it”. Income-tax is a direct tax; it is collected from per¬ 
sons earning incomes beyond a certain minimum, and they cannot 
pass it on to others. Similarly inheritance tax is collected from the 
inheritor at the time the property is inherited, and he cannot shift it 
on to anybody else. 

Indirect taxes arc those w'hich are demanded from one person 
in the expectation and intention that he shall indemnify himself at the 
expense of another.* For instance, when an importer imports sugar 
or cigarettes, he is charged import duty. It is not intended that he 
himself will bear its burden, but that he will recover the amount so paid 
from consumers by means of an advance in price. 

Sometimes a direct tax is passed on to other persons. For 
instance, a businessman paying income-tax may enhance the prices 
of goods sold by him witli a view to recover the amount paid as tax. 
But this will not make it an inilirect tax. It is the intention of levying 
the tax which decides whether it is direct or indirect ; and in the present 
case the intention was that the tax-payer should bear its burden. 

The Advantages of Direct Taxes 


The advantages of direrr ta.\es, like income-tax, inheritance 
tax, land tax, etc., are the following ; (1) I'k^y are economical. A 
direct tax is paid by the ultimate tax-p.iyers to the State, as such the 
cost of collection is small. (2) They are certain. The ta.x-payer 
knows what exactly h^ has to pay and the State authorities know w’hat 
they have actually to receive. (3) They are equitable. The person 
on wlToTrr~thc burden finally falls can be generally definitcly^asfiixtaio- 
cd and the rate of payment easily proportioned so as to equalise 
sacrifice. (4) Tiu'y are elastic. Direct ta.xes can be easily in¬ 
creased to meet the emergent demand on the State purse. More¬ 
over, tlieir proceeds automatically increase as w'ealth and population 
increase. The various adjustm^-nts and amendments made in the 
Indian Income-Tax Act to suit the varying needs of the Government 
illustrate tliis point fairly well. (5) They arouse civic consciousness. 
Wht-n a man pays direct taxes, he feels that he is contributing some¬ 
thing towards the maintenance of the State and he naturally tries to 
understand w’hcther his money is being properly utilised or not. 

The Disadvantages of Direct Taxes 

(1) They are sometimes very inconvenient. For instance, an 
income-tax payer has to keep an elaborate system of accounts to suit 
the wl^. of tax-gatherers and to fill up detailed statement, both of 
which cause considerable inconvenience. Sometimes the time of 
payment is also unsuitable. (2) They are tried to be qiaded. An 
income-tax payer, in order to escape taxation, gives wTong state- 
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merits. Such cases arise almost every day. Direct taxes have, there¬ 
fore, been called taxes on honesty. (3) The basis of assessment is 
arbitrary and, therefore, the likelihood of doing injustice to certain 
sections of community is great. 

The Advantages of Indirect Taxes 

Indirect taxes possess the following advantages.: (1) They 
are very convenient. They are added to the prices of commodities so 
that purchasers do not feel that they are paying any tax. Moreover, 
the t ax is pai d little by little as purchases are made. Finally, as the 
consumer is at liberty either to buy or not to buy, as he pleases, it 
must be his own fault if he ever | suffers considerable inconvenience 
frorn such taxes. (2) They can be collected from even the poorer 
section of community. It is a principle of statecraft that each mem¬ 
ber of the State should pay something, however little towards the 
maintenance of the State. It is generally the indirect ta.xes which 
make it possible. (3) Some of them are elastic. Taxgs levied on arti¬ 
cles of necess ity are very elastic : since (he demand!^ such articles 
remains almost the same in spite of an increase in price due to the 
imposition of an extra tax, the yield increases if the rale of tax is 
pushed up. But if the elasticity of demand for the articles taxed is 
great, an increase in tax is accompanied with a fall in the yield. (4) 
They cannot be easily evaded. Because they are included in the 
price of articles which cannot be had unless the price is paid, their 
evasion is not possible. (5) Sometimes they arc levied on intoxicating 
liquors and drugs and similar articles and do a distinct social service 
by restricting their consumption. 

The Disadvantages of Indirect Taxes 


(1) They are inequitable. The rich or the poor, whoever pur¬ 
chases the article, has to pay the same price. As such, the poor have 
to make greater sacrifice than the rich. (2) They are uneconomical. 
Usually some middlemen intervene between the ultimate taxpayer 
and the state, and they can easily increase the price of the goods taxed 

beyond what IS justified by the rate of the tax. (3) Since the payer 

of indirect taxes does not leel that he is paying a tax lus civic conscious¬ 
ness ts not stimulated and he is not led to take a keen interest in the 
matters of the State. (4) These taxes are uncertain, 'flie actual 
extent of consumption and, therefore, the ultimate yield, cannot be 

definitely anticipated. (5) As shown above, some indirect taxes are 
tmlasUc. 


Direct Taxes versus Indirect Taxes 

Sometimes the advantages and disadvantages of direct and 

compared in order to rind out which is the better of 
It 1 attempts are not of much practical value. Kach of 

them advantages and disadvantages and they cannot be weighed 
in tht balance to draw definite conclusion in favour or against either 
ot Uiem. In any Uxation system, both kinds of taxes must be present: 
they are like the two legs ot a man each of which is necessary for walk¬ 
ing. In the famous words of Gladstone, they are like two attractive 
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sisters and it is the dut>' of every finance minister to pay his respects 
to both of them. . . 

* XhSCase of India. The quest 

rosccfln* sliEhij- different ^vay, AVc may tvell ask : Should a par¬ 
ticular cot.ntrv direct or indirect taxes to ^ 

revenue cquitablv^r to make the taxation system just ? 1 he answer 

will naturally depend upon the conditions prevailing in each countp. 
I.et us take ’the case of India. Our tax system is not well balanced 
Tt relies unduly upon indirect taxes, mamly because they arc not It It 
bv the pavers’ Indirect taxes, as already said, fall more severely on 
the poor than on the rich. Most of our important sources of income 
arc indirect taxes like excise duries, customs duties, etc. The only 
important direct tax is income-tax. Consequently, in order to 
cur system well balanced and ethically just, more direct taxes should be 

introduce 
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